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DINING CARS ACCOUNTING DEPARTMEN} PAY 


“We use National Cash Registers in 
our Dining Cars, Ticket Offices, and 
Freight Stations; and National Ac- 
counting Machines in our Accounting 
and Payroll Departments. 


‘We estimate that our National Ma- 
chines save us about $300,000 a year. 
This saving pays for these machines 
in approximately 13 months.” 
‘Cnet <<. nore 
_— 
President 


SOUTHERN RAILWAY SYSTEM 
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PAYROLL DEPARTMENT 


Southern Railway System’s “Nation- 
al-ized” control is another striking 
example of the broadened applica- 
tion of National Machines to the 
problems of American business: 
1. MODERN NATIONAL CASH REGISTERS 
are Sales-Accounting Registers. They 
give protection that saves money, 
plus information that makes money. 
You get integrated mechanized 
control. The correct original entry 
is enforced on every transaction. 
Asa by-product, you automatically 
get vital classified data. 


2. NEW NATIONAL ACCOUNTING MACHINE 
has features never before combined 
on one machine. On some jobs it 
does 24 of the work, and what it 
does automatically the operator 
cannot do wrong. 

It handles every kind of account- 
ing job, including those requiring 
typed description. It can be kept in 
constant profitable use by switching 
it—in seconds—from one job to 
another. Concerns of every size and 
kind are profiting from National 
Systems. 


THE NATIONAL CASH REGISTER COMPANY 
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Nationals pay for themselves out of 
the money they save. Let our local rep- 
resentative—a trained systems analyst 

show what you can save with the 
National System adapted to your 
needs. Or write us at Dayton 9, Ohio. 


ACCOUNTING MACHINES 
CASH REGISTERS» ADDING MACHINES 


ACCOUNTANT. 
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Annotated Forms for Tax Practice 
By Sidney I. Roberts, Samuel Schultz and 
Gerhard Mayer. Prentice-HA.i, INc., 
New York, N. Y., 1951. Pages: xix + 
645; $8.50. 


An excellent working tool has added to the 
taxman’s book shelf with the publication of 
“Annotated Forms for Tax Practice”. This 
valuable reference book has been prepared by 
three CPA’s who are also members of the 
New York Bar: Sidney I. Roberts, Samuel 
Schultz and Gerhard Mayer. 

This book is designed to fill a lack in tax 
literature resulting from an almost exclusive 
stress on the substance of the tax law with 
considerable underemphasis on the forms and 
procedure necessary to carry the law into 
action. It is undoubtedly true that many 
tax transactions may be saved from expensive 
and embarrassing controversies by the proper 
use of forms within the framework of the 
applicable rules. This book not only offers 
forms to cover nearly every area of tax 
determination and controversy, many of them 
quite fully filled in, but also adequate com- 
ments and annotations which wil! be found 
of great assistance in their use in actual 
practice. 

The forms selected are those most likely 
to occur in practice, although those forms 
which change annually have not been included 
nor were any estate or gift tax returns. 
Numerous forms are supplied in addition to 
those published by the Treasury Department. 
Although the former have not received the 
official approval of the Treasury Depart- 
ment, most of them have passed the test of 
successful use, and undoubtedly will prove 
very helpful through the ideas they suggest 
and the time they will save. The scope of 
the coverage can be gained from a listing 
of the classes of forms with the number of 
each class illustrated: 

45 Forms Filed with Income Tax Returns 

11 Forms Relating to Filing of Returns 

and Paying of Tax 

16 Forms Relating to Dividends Paid 

Credit and Personal Holding Com- 
panies 

8 Forms Relating to Accounting Methods 
and Taxable Years 


16 Forms Relating to Nontaxable Ex- 
changes of Property 

16 Forms Relating to Estates and Trusts 

5 Forms Relating to Regulated Invest- 
ment Companies 
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28 Forms Relating to Foreign Persons and 
Foreign Transactions 
14 Powers of Attorney and Related Forms 
8 Forms Relating to Conference Pro- 
cedure Before Bureau 
41 Forms Relating to Practice Before the 
Tax Court 
17 Claims for Refund and Related Forms 
19 Miscellaneous Forms 
The authors deserve especial commendation 
for the guiding principle which they have so 
conscientiously followed in filling out the 
forms in this book: to illustrate the more 
complex and difficult points which are likely 
to be encountered in practice. This is in help- 
ful contrast to the filled-in forms too fre- 


(Continued on page 592) 
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here is “READY CASH" 
in the easiest possible way 


Let us cooperate with you in provid- 
ing your client with the cash necessary 
to aid his business. 


Write or phone: 
MR. HERBERT PECHMAN 


TERLING FACTORS (0 


570 7™ AVE., N.Y. 18§N.Y. 
CHickering 4-6970 
Established 1929 
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Announcement of 


1952 PRIZE ESSAY CONTEST! 


The Board of Directors of the Society has authorized the Com- 
mittee on Publications to conduct a prize essay contest among 
seniors and graduate students majoring in accountancy, duly 
enrolled in the colleges of New York State. The article may 
cover any topic in the field of accounting and/or auditing. 


Prizes in the amount of $100 for the best article and $50 for 
the second best article are offered. In addition, the two winners 
and any others submitting papers worthy of honorable mention 
will receive a one-year subscription to The New York Certified 
Public Accountant. 


The General Rules of the Contest are as follows: 


All papers shall be original, and the manuscript shall be typed in 
duplicate on 814 x 11 stationery on one side, double or triple space 
typing, and shall not be more than 6,000 words in length. Each 
contestant shall indicate the exact number of words in his paper 
at the end thereof. 
* 

The name of the individual submitting the paper shall not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter giving 
the contestant’s name and address. When submitted to the judges, 
each manuscript will be given a key number for identification. 


* 


Manuscripts should be forwarded to The Managing Editor of The 
New York Certified Public Accountant, 677 Fifth Avenue, New 
York 22, N. Y., on or before May 15, 1952. Awards will be 
announced as soon thereafter as possible. 


* 


All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be available 
for publication in The New York Certified Public Accountant. 
The decision of the judges shall be final as to what papers, if any, 
may be entitled to prizes. 
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(Continued from page 590) 


quently found in other publications, in which 
most of the difhcult problems are cleverly 
avoided. 

lhe comments and annotations likewise are 
worthy of special note. A practitioner deal- 
ing with any of the tax matters within the 
scope of this work may find unexpected help 
in the way of reminders and suggestions by 
reviewing the related text, no matter how 
familiar he may be with the form or forms 
themselves. 

Briefly, this book is a mine of valuable tax 
information, and not a collection of 
official, printed forms. 


mere 
Paut D. SEGHERS 


New York, N. Y. 


Methods of Accounting and Office Pro- 
cedure in the Men’s and Boys’ Clothing 
Industry 
Issued by THe CLOTHING MANUFACTURERS 
(ASSOCIATION OF THE U.S.A., New York, 
N. Y., 1950. Pages: 54; members $3.50, 
non-members $5.00. 

This book is designed to cover the various 
phases of accounting and office procedure in 
the Men’s and Boys’ Clothing Industry. Each 
phase is covered by a separate article as 
follows: 


[. Material Control Records—IVoolen and 
Trimmings 
By Theodore Levine, B.C.S., C.P.A., 


Nev: Died. 

This article covers the necessity of control- 
ing materials and outlines the fundamental 
procedures to be followed in achieving such 
controls in the majority of firms in the in- 
dustry. The illustration offered covers the 
control of the following: 

1. Raw Materials: 
a. Piece Goods Ordered 
b. Piece Goods Received 
c. Piece Goods Returned 
d. Piece Goods Cancelled 
2. Raw Materials Cut: 
a. Yards cut 
b. Units cut by models and sizes 
3. Units Sold: 
a. Units sold by models and sizes 
b. Shipments against sales 
4. Specials. 
Returns. 


II. Shop Bookkeeping and Shop Records 
By Isidore Dlugin, Controller, Jos. H. 
Cohen & Sons, Inc. 

This article pertains to the control of units 
put into production and the methods of rec- 
(Continued on page 593) 
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PERSONNEL AND BUSINESS 
OPPORTUNITIES 


Help Wanted: 

Situations Wanted: 

Business Opportunities : 
Box number, if used, counts as three words. 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
15¢ a word, minimum $3.00. 


‘losing Date—15th of month preceding date of publication. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 

C.P.A., 38, Society member, former Revenue 
Agent, moderate practice, desires to expand 
by purchasing individual accounts or practice 
in Metropolitan area or Long [sland. Liberal 
terms. Box 396, New York C.P.A. 


C.P.A., Society member, moderate practice, 
excellent qualifications, desires to expand by 
purchasing individual accounts or practice. 


Replies confidential. Box 397, New York 
CPR. 

Office Space 
Society member desires space midtown; 


private room, share staff room and services. 
Box 398, New York C.P.A. 


C.P.A., Society member, wide experience, 
able supervisor, no clientele. Presently partner 


established accountants. Desires change. 
Similar proposition. Box 399, New York 
CEA. 


Calculating Service 
Inventories computed, sales analysis, ete. 
Special service to C.P.A.’s. Verna Crawiord, 
565 Fifth Avenue, ELdorado 5-0280. 


Society n.ember, excellent back- 


C.P.A.., 
ground, to relieve overburdened accountant 
on per diem basis. At present moderate 


practice. Box 400, New York C.P.A. 


C.P.A., Society member, successful practice, 
highest qualifications and excellent experi- 
ence, desires purchase individual accounts or 
practice, located anywhere. Replies confiden- 
tial. Box 401, New York C.P.A. 
Controller-Treasurer: A long established 
Central New York Corporation is looking 
for a C.P.A. as Assistant Controller-Treas- 
urer. Preferred qualifications: 3 years public 
accounting, 5 years corporate work in metal 
working and assembly. Age 32 to 40. ‘ive 
salary requirements. Box 405, New York 
CPA, 
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PERSONNEL AND BUSINESS 


OPPORTUNITIES 

SITUATIONS WANTED 

Tax Accountant—Attorney 
Age 42; twenty years experience most types 
federal, state, municipal taxation; including 
preparation of tax returns, examinations, 
protests, appeals. Nine years head of tax 
department C.P.A. firm; specialist on excess 
profits, reorganizations, interstate companies, 
trusts, estate tax planning. Box 402, New 


York ( PTA. 


Accountant; 34 C.P.A. 4% 
accounting experience. Law 


403, New York C.P.A. 


years public 
degree. Box 


Office Manager, Full Charge Bookkeeper. 
Accountant 34, married. Now employed 
private industry. Full charge office personnel, 
General ledger, Trial balance, Financial 
Statements, Taxes. Desires to change posi- 
tion. Box 404, New York C.P.A. 


Accountant — C.P.A., 29, married, veteran. 
Now completing fourth year in public ac- 
counting. Audits, taxes, financial statements, 
reports. Seeks position without travel. Box 
406, New York C.P.A. 








APPRAISALS 


NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


OSTON ATLANTA 
PHILADELPHIA 6 En Seer CHICAGO 
PITTSRURGH NEW YORK, N. Y. ST. LOUIS 








DEPENDABLE 
Employment Agency 


220 W. 42nd St. 
BRyant 9-7666 


We Specialize 
in servicing Accountants and 
their clients with dependable 
male and female personnel 





¢ COMPTROLLERS ¢ BOOKKEEPERS 

e OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. e STENOGRAPHERS 
Juniors e TYPISTS 

© SALES e CLERKS 

Established 1939 
Wm. Schnuer, BBA, MBA Shirley Schnuer 
Licensee Licensee 


N. Y. 18 
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(Continued trom page 592) 
ord-keeping so that proper payroll informa- 
tion can be assembled. The article is sub- 
divided into the following sections : 

1. Unit Control 
2. Information for Foremen 
aes ee 
3. Bundle Identification 
4. Payroll Preparation 
Methods of obtaining the best results for 
each of the above are discussed together with 
the various forms preferred by the author. 


II. Office Machinery—Shipping, Billing and 
Cost Control 
By Meyer Kushnick, Member of Ac- 
counting Firm of Kushnick and Wald- 
man 
Various methods of shipping and _ billing 
are analyzed in this article. Several types 
ot office machinery equipment are described. 
The importance of proper record keeping and 
the advantages of micro-filming are briefly 
reviewed. The author advocates the use of 


(Continued on page 623) 
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specializing in the employment requirements 
of the public accountant and his clients 


ROBERT HALF 


@eeeeeeee7e1eee#e#s se 
personnel agencies 


25-15 bridge plaza n. 
long Island city 


new york city 
stillwell 6-5707 


140 w. 42 street | 
longacre 4-3834 


directed by a certified public accountant 











UNLIMITED 


The Lmployment Agency for Bookkeeper 


OURS IS A SPECIALIST ORGANIZATION, PROVIDING 
RESPONSIBLE AND THOROUGHLY EXPERIENCED 
BOOKKEEPING PERSONNEL — SxchcsweUy, 


Bootie 
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NEW YORK LAW SCHOOL 


Graduate Division 


Evening Session Fall Term 1951 e 






DEAN ALISON REPPY 





FEDERAL INCOME TAXES (Basic) 
FEDERAL TAX CLINIC (Advanced) 
FEDERAL ESTATE AND GIFT TAXES 
STATE AND LOCAL TAXES 
FEDERAL TAX BUREAU PRACTICE 
FEDERAL TAX LITIGATION 


FEDERAL INCOME TAXES (Day Session) 





TAX COURSES 


For Lawyers and Accountants 
PROFESSOR J. H. LANDMAN, Head of the Tax Law Department 


Address inquiries to Registrar at 


244 WILLIAM STREET, NEW YORK 38 
One block east of the Municipal Building 
Telephone COrt. 7-9400 


J. H. LANDMAN 
J. H. LANDMAN 
GEORGE G. BLATTMACHR 
IsAAC DONNER 
J. H. LANDMAN 
J. H. LANDMAN 


CHARLES L. SAVAGE 








| YOUR CLIENTS MAY 
| APPRECIATE GETTING 
THIS INFORMATION 


CORPORATION OFFICIALS frequently 
face the problem of investing surplus funds, 
reserve funds, trustee funds, funds for de- 
preciation, reserves for taxes, etc. They 
look for: 1. security of principal—2. avail- 

| ability—3. reasonable return. 


NINTH FEDERAL SAVINGS & LOAN ASS‘ 


1457 BROADWAY ¢ TIMES SQUARE « 587 7th AVENUE 
WIsconsin 7-9120 ° Open Monday-Thursday to 3; Friday to § 
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YOU'LL FIND ALL 3 in a Corporate 
Fund Account at NINTH FEDERAL. 
Each Company is insured up to 
$10,000 by Federal Savings And 
Loan Insurance Corporation. Sav: 
ings dividend rate has never been 
less than 2% per year, credited 
semi-annually. To conserve sav 
ings dividends upon funds with 
drawn before end of dividend pe 
riod, passbook loans are available. 


FOR FURTHER INFORMATION, 


ask for Folder CP-1. Phone or write 
Edgar R. Tostevin, Treasurer. 
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The Accountant’s Role in Labor Relations 


By C. Witson RANDLE 


Collective bargaining has become an institutionalized part of the 
labor-management relationship. It is also becoming more public 
and less private in scope, by virtue of our high degree of economic 
interdependence. And since financial information ts here to stay as 
a bargaining tool, it must be accompanied by a new concept of the 
accountant’s function in this area. The author describes the account- 
ant’s role in preparing for bargaining, in conducting negotiations, 
in assisting management in day-by-day problems, and in following 
practices and techniques designed to improve labor- 
management relations. 


A® understanding of the intended 
scope of this paper is improved 
by defining the terms used in its title. 
By the “accountant’s role” we con- 
sciously purpose to neglect the normal 
or ordinary functioning of the account- 
ant, the institutionalized practice so to 
speak, and to concentrate on the part 
he plays in the rather new field of em- 
ployee relations. For it is in this area 
that experimental accountancy is invol- 
ved. There are but few bench marks 
or guide posts to indicate proper and 





C. Witson Ranpbte, Ph.D., is 
Dean of the School of Business at 
Western Reserve University, Cleve- 
land, Ohio. In addition, he is a pro- 
fessional consultant in labor and 
industrial relations and, also, a pro- 
fessional arbitrator. He is the author 
of the recently published book, 
“Collective Bargaining, Principles 
and Practices.” 

This paper was presented by 
Dean Randle on April 19, 1951, at 
a meeting of the Cleveland, Ohio, 


chapter of the N.A.C.A. 
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suitable practices. “Labor relations” 
possesses a narrower connotation than 
industrial relations or human _ rela- 
tions. It ordinarily has to do with the 
association of the employer and the 
union. It is three-sided but not equi- 
lateral in its appearance. The first 
side is composed of contract negotia- 
tion which provides the judicial frame- 
work within which the parties must 
operate. The second side is made up 
of the day-by-day relationships of the 
parties as primarily focused in the 
grievance procedure. The final side of 
labor relations is rarely employed but 
nonetheless important. It owes its crea- 
tion to third party intervention in 
labor-management disputes and embra- 
ces arbitration, conciliation, mediation, 
and fact-finding. Thus we see the tri- 
lateral constituency of labor relations— 
contract negotiation, the settlement of 
grievances, and third party involve- 
ment. If we broadly construe collective 
bargaining, it too covers these areas and 
hence can be used interchangeably 
with labor relations. Our topic may 
thus be said to deal with the part the 
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accountant plays in collective bargain- 
ing. 

For background purposes, there are 
a few pertinent characteristics of collec- 
tive bargaining which should be men- 
tioned. In the first place, the parties 
must engage in bargaining as a legal 
requirement. This is highly significant. 
The National Labor Relations Board 
has held employers to be guilty of “re- 
fusing to bargain” when they claimed 
inability to pay wage increases and 
then denied the union access to com- 
pany books or refused an independent 
audit of the books. In specific cases, the 
NLRB has decided that the employer 
cannot justify a refusal to furnish the 
union with such data as individual 
merit ratings, wage increases, the sal- 
ary of each employee before and after 
increases, a list of employees in the bar- 
gaining unit by name, department, 
and payroll number, a list of salaries 
paid to non-union employees, and the 
methods used to calculate individual 
earnings, pay rates, incentive bonuses, 
and production requirements. This 
means that in the area of financial data, 
with which accountants are primarily 
concerned, there is little or no restric- 
tion upon what the union may have by 
simple request. This must be borne in 
mind. It must also be noted that to- 
day’s negotiation is more factual than 
emotional, This places a new empha- 
sis upon financial information. Col- 
lective bargaining is also becoming 
more public and less private. Our high 
degree of economic interdependence 
has created this condition. The public 
is today the invisible third party to ne- 
gotiation. This oftentimes places the 
accountant in the position of trying to 
secure public approval of the company’s 
position. Finally, it must be empha- 
sized that collective bargaining is a way 
of industrial life. It has become an 
institutionalized part of the labor-man- 
agement relationship. To management, 
it has become as important as purchas- 
ing, sales, or taxes. Slow recognition 
has been given to this fact. The em- 
ployer has been even slower to recog- 
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nize that collective bargaining is a 
year-round process—that when one 
contract is completed, the time has 
come to prepare for the next. This 
too is significant for the accountant 
who will find his new duties in this 
field a continuing and growing part of 
his job functions. 

Partly because of the tardy recog- 
nition of the import of collective bar- 
gaining and partly because of the ac- 
countant’s timidity, the aid which he 
can supply in labor relations has, until 
quite recently, been sadly conspicuous 
by its absence. There is a growing 
trend, however, to fix the responsibility 
upon the accountant for collecting, 
analyzing, and reporting financial data 
which may be used in_ negotiation. 
This has been partially due to the fact 
that labor has become a major user 
of financial information. But also in 
the interpretation of financial data for 
collective bargaining, the accountant is 
in his element and has no peer. Finan- 
cial information, which is the very sub- 
stance of accounting, is here to stay as 
a bargaining tool and must therefore 
be accompanied by a new concept of 
accounting functions. 


Preparation for Bargaining 


The success of collective bargaining 
is almost completely dependent upon 
the thoroughness of the preparation 
which precedes it. The accountant has 
a major role in this endeavor. He does 
not work independently but rather as 
a member of the team which is making 
preparations. In some instances he will 
even keep a deputy in the negotiator’s 
office to possess complete liason at all 
times. Perhaps the first responsibility 
of the accountant is to be sure that the 
records are adequate for bargaining 
preparation. For example, when pen- 
sions were first subject to negotiation, 
records were most inadequate. Bar- 
gaining was virtually in the dark. At 
the moment, they are probably defi- 
cient for negotiating guaranteed annual 
wages. Oftentimes important gaps ex- 
ist in company records on such things 
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The Accountant's Role in Labor Relations 


as breakdown on sickness, turnover by 
various units, absentee records and 
costs, work stoppages, or employee 
age distributions. The accountant must 
be certain that there are no important 
defects or omissions in company rec- 
ords. To do this he must endeavor 
by every means at his disposal to de- 
termine likely union demands and 
company demands or counter-propos- 
als. Then he must be certain that the 
books may be relied upon to yield the 
necessary data. He thus must be at 
all times several steps ahead of the ne- 
gotiator and the industrial relations 
department. 

To supplement this careful audit of 
the records, he must be prepared to 
do special studies. These would be 
necessary in the areas where records 
are not deemed feasible or financially 
wise. They might cover such items as 
pension plans, employee benefit pro- 
grams, seniority, productivity, payment 
for time not worked, meals, clothing, 
and the like. In developing special 
studies, the accountant must rely upon 
his own initiative as well as complying 
with the suggestions of the negotiator. 
However, in both the presentation of 
data from the permanent records as 
well as from the special studies, he 
must constantly check with the nego- 
tiator to be sure that the method of 
presentation fits negotiating require- 
ments. 

Other preparation activities are also 
important. The accountant must de- 
velop cost and benefit implications of 
the present contract. He must under- 
stand thoroughly all the monetary pro- 
visions of the labor agreement and 
assume the responsibility both for the 
interpretation and presentation of these 
facts to management. The accountant 
must indicate the areas in which costs 
are dangerous and others where some 
“give” is still present. He operates as 
a stop-light on contract provisions. 
Based upon cost analyses, he indicates 
a red ““stop” on some issues, a yellow 
“caution” on others, and a green “go” 
on still others. Management must 
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regard these signals with the same re- 
spect accorded traffic lights. 

In the preparatory period, manage- 
ment must agree on demands to be 
made on the union, counter-proposals, 
and bargaining limits. This latter item 
bears special emphasis. Before bar- 
gaining begins, the negotiator must be 
given the limits within which he must 
fashion the agreement or contract. 
These represent the starting position 
of management and the point beyond 
which management cannot go. The 
accountant finds one of his most sig- 
nificant roles here. He must, for ex- 
ample, be prepared to show the effects 
of proposed wage changes on financial 
positions in terms of cash balances, 
working capital, the budget, and break- 
even points. He will indicate the pro- 
fit available at different wage conces- 
sions. In this connection, he will prob- 
ably utilize the breakeven chart to 
show the impact of cost changes on 
profits. Thus on the basis of cost anal- 
yses, he must be prepared to indicate 
to management feasible bargaining 
limits—one of the most important 
tasks to be completed in the pre-nego- 
tiation period. 

It must be evident then that the ac- 
countant by being certain of the ade- 
quacy of the records, by carrying out 
special studies, by cost analysis of the 
existing contract, and by indicating 
proper bargaining limits, plays an in- 
dispensable role in preparing for bar- 


gaining. 
Actual Negotiation 


Perhaps of lesser significance but 
still important are the accountant’s 
tasks in actual negotiation. He rarely, 
if ever, will be called upon to assume 
the role of chief negotiator. This is 
perhaps a wise decision as he is pri- 
marily a financial expert and is rarely 
possessed of the breadth of experience 
necessary to the bargaining spokesman. 
The accountant usually assumes one of 
two roles in actual negotiation. He 
may be a member of the bargaining 
committee but acts in an advisory fash- 
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ion only. He should speak or answer 
queries only when directly asked to do 
so by the chief negotiator or chairman 
of the company’s bargaining commit- 
tee. In such circumstances, he testifies 
in much the same fashion as an expert 
witness in judicial proceedings. Or he 
may participate a little more directly. 
Management may look to him to pre- 
sent all of the financial data as well as 
the interpretations appertaining there- 
to. This will have been agreed upon 
before negotiations begin and the ac- 
countant will have organized his mate- 
rials and illustrations to this end. In 
this latter instance, his role is much 
more active and significant. In either 
circumstance, however, he should pay 
detailed attention to the course of bar- 
gaining and reassume during the recess 
periods his advisory functions. He will 
counsel the chief negotiator on the cost 
implications of the issues which have 
arisen. He will indicate possible dan- 
ger areas and place certain control 
limits on negotiating activity. He may 
have to create task forces to collect, 
analyze, or interpret certain data for 
this usage. This intermission function 
of the accountant is vital to collective 
bargaining. 


The accountant’s role must also be 
carried over into the day-by-day labor- 
management problems. It is in this 
area that is created the common law or 
industrial jurisprudence of labor rela- 
tions. The contract furnishes a mere 
framework, the continuing relation- 
ships develop the body of the employer- 
union association. Often the common 
law is more significant than the statu- 
tory law or labor contract. The ac- 
countant must be generally aware of 
this continuing relationship and his 
role in it. He should be an observer in 
all major grievance meetings. By this 
conduct, he will acquire a much better 
understanding of the operation of the 
contract. Management may then be 
advised during recesses or intermis- 
sions of the grievance settlements 
which may prove costly as well as those 
of lowest cost. Adequate grievance de- 
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cisions cannot be made without’ this 
advice. The accountant has also an im- 
portant part to carry out when “the 
third party” enters labor disputes. The 
chief fault found by arbitrators, medi- 
ators, and fact-finders is that manage- 
ment often fails to present its story 
factually, objectively and convincingly. 
The accountant can greatly improve 
this situation by not only having his 
presentations suitable and understand- 
able but by insisting that other evi- 
dences follow the same pattern. This 
role is even more vital when it becomes 
necessary to enlist public support for 
the company’s position. The account- 
ant, under such circumstances, must 
prepare the data and present it in ap- 
pealing style for publication. This will 
seriously test his ingenuity. 


Building Constructive 
Relationships 


We have now indicated the account- 
ant’s task in preparing for bargaining, 
carrying out the negotiation, and in the 
day-by-day labor-management relation- 
ships. There still remains one area 
where his contributions are most sig- 
nificant. He must endeavor to adopt 
practices and techniques which will 
build good employer-union relation- 
ships for the future. Conversely, he 
must scrupulously avoid practices, dou- 
ble talk, or actions which will deteri- 
orate this relationship. 

The unions and the public have come 
pretty generally to distrust most of the 
figures presented by companies. Why? 
In the first place management through 
its accountants has sometimes distorted 
the true picture of existing situations. 
For example, some companies even out 
their profits over a period of years 
through such devices as exorbitant in- 
ventory reserves, inflated reserves for 
income or excess-profits taxes, large 
general contingency reserves, and 
through usage of inflated depreciation 
reserves in financial reports which are 
sometimes not in accord with deprecia- 
tion expense reported to the Bureau of 
Internal Revenue. This hiding of 
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profits, however legal, can have detri- 
mental effects upon the labor-manage- 
ment relationships. It should be 
avoided wherever possible. 

The accountant is also going to have 
to adopt ways to put across the facts 
of business life in commonly used and 
understood terminology. The conven- 
tional financial statement is as unintel- 
ligible to the average employee, or to 
the public as Egyptian hieroglyphics. 
The doctors and lawyers are guilty of 
the same confusion. If the accountant 
desires to erase distrust of his figures, 
he will have to drop much of his tech- 
nical jargon and semantic complexities. 
He must present his data so that a 
non-accountant may explain it with 
clarity to the rank and file worker. 
This is no mean challenge. Educators 
are today leaning towards visual aids. 
Perhaps the accountant needs to inves- 
tigate the possibility of reducing finan- 
cial data to pictorial or graphic presen- 
tation. It is even likely to be more 
effective in this form. 

The accounting profession also needs 
to work out a consistency of interpre- 
tation of financial data. This is vital 
to winning union acceptance of figures 
and estimates. If the company account- 
ant interprets the data one way and the 
union accountant in another, this will 
inevitably plant the seed of distrust in 
the worker’s mind. Perhaps a stop-gap 
measure is to have the two opposing 
accountants get together and agree on 
interpretations to be made. The parties 
could then deal with uniform facts. 
Much more argument arises over in- 
terpretation than over the facts in- 
volved. 

For the good of future labor-man- 
agement relations, the accountant 
should give attention to his financial 
statements. Originally, they were in- 
tended only for management but now 
labor analyzes them even more care- 
fully than the employer. The Research 
Director of District 50 of the United 
Mine Workers in an article appearing 
in an accounting journal said, “The 
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revelant facts in a labor-management 
dispute are not shown in corporate 
financial statements. They are con- 
cealed and distorted there.” This is a 
severe condemnation and made with 
some validity. Financial statements are 
here to stay as labor relations tools. 
The accountant must make them as 
intelligible as possible. Here again 
maybe pictorial presentation is advis- 
able. Many companies put out em- 
ployee financial statements in such a 
format and with a significant measure 
of success. Perhaps also the account- 
ant should investigate the vehicle of 
the cash statement. Whereas published 
financial statements are not easy to un- 
derstand, a summary of cash receipts 
and cash outgo has an easily grasped 
resemblance to personal finance. It 
certainly will indicate whether there is 
money available for pensions, for ex- 
ample, or wage increases. 

The accountant can and_ should 
make, therefore, a valuable contribu- 
tion to labor relations by simplifying 
methods of presentation, eliminating 
technical jargon, making uniform in- 
terpretations of data, and putting the 
financial statement in understandable 
form. Above all he should avoid ac- 
counting practices which distort the 
profit or other financial picture. 


Conclusion 


We have described the accountant’s 
role in preparing for bargaining, in 
conducting negotiations, in assisting 
management in day-by-day problems, 
and in following practices and tech- 
niques designed to improve labor-man- 
agement relations. Inherent therein is 
both a tremendous challenge and infi- 
nite promise. By following through in 
this newly created role, the accountant 
enlarges his corporate stature, en- 
hances his professional status, and 
makes a signficant contribution to hu- 
man relations. I commend this course 
of action to you. 










































A Liberal Education for the C PA Candidate 


By Artuur Brake, C.P.A. 


The Champlain College plan for the Education of CPA candidates 


is set forth in detail in this paper. 
between education for a practical, 


Its goal is a proper balance 


successful, efficient, useful and 


happy life of action in the present and for a mastery of the student's 
chosen area of professional interest as a means o| providing eco- 
nomic independence during that life 


eoetnt have been pushed back 
through the years so that one man’s 
frontier is, in effect, another man’s door- 
step. Geographically, frontiers have be- 
come international borders with prob- 
lems of trade exceeded only by the 
problems of human relations which 
arise. Intellectual horizons, having no 
limitations in space, have receded 
farther and more rapidly, confronting 
man with knowledge which is awesome 
and frequently bewildering in its com- 
plexity and rate of change. The prob- 
lem of dealing adequately with this 
knowledge in preparing young people 
for effective living, is foremost among 
the problems of higher education today. 
“The ruling end of a general, liberal 
education should be the development in 
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young men and women of the capacity to 
make informed and appropriate judgments 
in the principal spheres of life. A liberal 
education should provide the knowledge 
and develop the competences which will 
lead to the exercise of wisdom in adult 
life.” 
Today, the needs are imperative. Wher- 
ever man’s thinking is confused or 
contradictory, the enemies of human 
freedom seek to spread confusion and 
to enter thereby into the strongholds 
of democracy. 

Scientists and scholars, professional 
and business men, alike have divided 
knowledge into ever-narrowing special- 
izations in order to conquer their sepa- 
rate fields. Institutions of higher 
learning have followed this tactical 
treatment of human knowledge in its 
vastness and complexity. Robert M. 
Hutchins, formerly Chancellor of the 
University of Chicago, describes the 
effects of this development. 

“The medieval period had been an age 
of debate. What followed was age upon 
age of discovery. Inquiry was promoted 
by specialization and the scientific method. 
As the specialties multiplied, special- 
ists could not think together. The spe- 
cialties were too numerous and diverse to 
be studied together.’’2 

As a result, many college students are 
now introduced to basic knowledges 
and skills, by specialists in narrow 
fields, whose achievements in research 
are regarded above the breadth and 
wholeness of their daily work. The 
weakness of this, in relation to the aims 


1 Public Information Office. Pre-induction Scholarships, Columbia College Background. 


Columbia University, New York, N. Y., 


1951. page 5. 


2 Dean, Arthur H., Chairman. F ations of a Modern University. State University of 


New York, Albany, N. Y., 
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1950. page 20. 
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of liberal education, is described in the 
report of a Harvard University com- 
mittee. In their opinion, specialism is 
interchangeable with the method of 
science, the method which ab- 
stracts material from its context and 
handles it in complete isolation.” They 
find that * specialism as an educa- 
tional force has its own limitations ; it 
does not usually provide an insight into 
general relationships.”’’ Liberal educa- 
tion therefore seeks to provide experi- 
ences which will accustom the mind to 
recognize all components of a problem, 
to draw upon all relevant fields of 
knowledge, to make reasoned judg- 
ments, to contribute individually to- 
ward solutions, to cooperate effectively 
with other persons or groups con- 
cerned. And for those quiet moments 
of one’s inner life there should be nur- 
tured in the mind, love of learning, 
understanding and appreciation of the 
beauty of ideas and of creative acts, and 
a sense of dedication to great values 
and high purposes. So may the student 
achieve the good life and enrich our 
free society. These are the goals of 
The Champlain College Plan. 

The motto of State University of 
New York expresses an early and en- 
during aim of the American people: 
“Let each become all he is capable of 
being.” A clear concept of what man-~ 
kind is capable of being might well 
guide the student in pursuit of this 
goal. Therefore, the student in his first 
year at Champlain College, State Uni- 
versity of New York, studies the activi- 
ties of Man and the record of his 
achievements in the broadly related 
fields of human knowledge. Specialists 
in each field join with their colleagues 
of related fields, developing the com- 
mon viewpoint, introducing the stu- 
dents to the area of knowledge where 
their minds find common meeting place, 
teaching the basic knowledges and skills. 
These areas have been developed as 
(1 ) Arts, Letters, and Philosophy, (2) 


Social Sciences, (3) Natural Sciences, 
and (4) Mathematics. In addition, 
study of a modern foreign language for 
wholeness of the intellectual experi- 
ence, is required of those who enter 
without sufficient language study. Ac- 
counting, as a phase of business, par- 
ticipates in the Social Sciences area 
course. The special fields which coop- 
erate in this area are business, eco- 
nomics, history, political science, psy- 
chology, and sociology. Since the socia! 
sciences represent the broad field in 
which the CPA candidate studies, a 
description of the workings of the basic 
course in that area is pertinent to this 
discussion. 

The Social Sciences basic course is 
entitled America in its World Environ- 
ment. According to the college catalog, 

“An integrated course in Social Sciences 
is not an artificial enterprise. Man’s wide 
range of experiences and ways of respond- 
ing to them are interrelated. An economic 
problem is at the same time political and 
historical.” 


In particular, 


“This course undertakes to acquaint the 
student with significant knowledge related 
to our culture—the basic phases of the cul- 
ture, the sources and the historic search 
for freedom; and to give him a working 
understanding of the integration of the 
social sciences. Through the use of docu- 
ments and course readings, it is expected 
that preconceived attitudes will be sub- 
jected to thorough, scholarly and honest 
examination by the students in classroom 
discussion and that each student will ac- 
quire the tools to formulate his own en- 
lightened conception of American democ- 
racy and its historic role in world affairs.’”’4 


If they can learn thus to operate effec- 
tively in their peer group at the student 
level, we may hope that in later years 
they will be found equally effective in 
the society of mature and free men. 
These studies of mankind will lead 
to greater self-understanding as well. 
In the midst of study and discussion, 
strong personal interests and abilities 
may unfold to the student. The lure of 


8 Buck, Paul H., Chairman. General Education in a Free Society. Harvard University 


Press, Cambridge, Masachusetts, 1945. page 56. 


4 Bulletin of Champlain College at Plattsburg, Catalog Number 1951-1952. State Uni- 


versity of New York, Albany, N. Y., 
H0'5 I 


1951. page 89. 
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one area or another, may quicken him 
to further exploration and discovery. 
Individual as well as group counselling, 
is offered as a continuing service to the 
student. He is encouraged to investi- 
gate the field of his evolving interest 
during his second year at Champlain 
Colles ‘ge. During the second year at col- 
lege, the courses allow for introduction 
of the individual student’s particular 
interests. area courses are re- 
duced to one or two. A course entitled 
Humanities’, primarily English for 
self-expression, is required; and _ stu- 
dents without adequate language study 


Basic 


on entrance, take a year of a modern 
foreign language. This is consistent 
with the view of professional account- 


ants, concerning the program of the 


iccounting student. 

“One particularly important facility 
which he should have is the ability to write 
clear and lucid prose, since his professional 
duties will require him not only to talk 
effectively but to write simply and under- 
standably. Many employers feel that an 
accounting student’s program should also 
include study of the physical sciences, for- 
eign languages, geography, history and 
literature.”’5 

These liberal studies share the second 
year with foundation courses in the 
field of the student’s individual inter- 
ests. As a result of the experience of 
the first year, self-understanding, and 
counselling, the student may elect two 
courses in a field in which he expects 


to develop his career studies. Those 
students interested in accounting are 


offered the interest and orientation tests 
sponsored by the American Institute of 
Accountants.® If these measures con- 
firm their choice of field, the students 
enroll in the field of Business as the 
foundation of their career major 
courses. 

All business students are introduced 
to their field of concentration through 
foundational courses in Elements of 
3usiness. These courses deal with the 
breadth and business 


substance of 
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knowledge in manner similar to the 
basic area courses which establish 
wholeness and integration for the lib- 
eral education program at the outset. 
They examine American business in 
four main aspects: physical and tech- 
nological characteristics, internal or- 
ganizations, human relations in work 
situations, and the uses of accounting 
information. Their catalog titles are 
Elements of Business I, IT, III, and IV, 
respectively. Business students other 
than those with a career major in ac- 
counting, take all these in their second 
vear. Accounting career majors take 
Accounting Theory and Practice I and 
I! along with Elements of Business I 
and II, postponing IIT until the follow- 
ing year and making IV (uses of ac- 
counting information) unnecessary. 

At the close of the sophomore year, 
the student specially interested in ac- 
counting is ready for advanced studies 
in that field, with a liberal educational 
foundation which may be summarized 
as follows: 


Freshman Year 
Arts, Letters and Philosophy 101-102 
Communications I, II 
Social Sciences 101-102 
America and its World Environ- 
ment I, II 
Natural Sciences 101-102 
Basic Natural Science I, II 
Mathematics 101-102 
Liberal Arts Mathematics I, II 


Sophomore Year 
Arts, Letters and Philosophy 201-202 
Humanities I, II 
Business 201-202 
Elements of Business I, II 
3usiness 211-212 
Accounting Theory and Practice I, II 
Modern Languages 101-102 
Elementary French, German, or 
Spanish 


5 A Career in Public Accounting. American Institute of Accountants, New York, N. Y., 


6 Committee on Selection of Personnel. ubiieael Accounting Testing Program. American 


Institute of Accountants, New York, N. 
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The remaining two years of the col- 
lege program are planned on an indi- 
vidual basis to prepare the student for 
a position at the entering level of his 
chosen career; or for graduate study 
leading to intensive specialization. Dur- 
ing these years he continues his foun- 
dation subject in advanced courses, 
strengthening his preparation’ with 
courses complemental to his career 
plans. In addition, he concludes his 
program with a year’s senior seminar 
in which he rejoins the other students 
of the Social Sciences Area, working on 
the common problems of their general 
field. 


Business is considered the foundation 
subject for the student with a career 
major in accounting. Toward the close 
of Accounting Theory and Practice IT, 
the student is offered an achievement 
examination sponsored by the Ameri- 
can Institute of Accountants. Based on 
the results of this examination, he may 
be designated a professional accounting 
(CPA) career major if he so chooses. 
After completing Elements of Business 
III as required, courses in his founda- 
tion subject will be mainly in the field 
of accounting. The accounting courses 
are organized on a schedule of two 
laboratory periods of two hours each 
and two periods of one hour each, 
meeting weekly. The one hour meet- 
ings are used for lecture, discussion, 
and testing. The laboratory periods are 
used for problem solving, case mate- 
rials, and remedial work of individual 
nature. Courses offered on this basis 
are Auditing, Cost Accounting, and 
Accounting Problems. Other courses 
selected from the foundation subject 
are Business Law, Federal Tax Law, 
and Corporation Finance I and IT. The 
Champlain College Plan for CPA Can- 
didates is based on the requirements of 
liberal education and directed toward 
the professional qualifications estab- 
lished for Certified Public Accountants 
in New York State. 

The career major is enriched and 
strengthened according to individual 
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interests by additional courses in sub- 
jects other than business, referred to as 
complemental subjects. All career ma- 
jors in business are required to take one 
year of Economic Principles and Prac- 
tices in their Junior year. In addition 
they may elect courses from a list, the 
following being a representative selec- 
tion: 

Essentials of Speech 

Ethics and Philosophy 

Foundations of Psychology 

Industrial Psychology 

Logic and Semantics 

Marriage and the Family 

Money and Banking 

Statistics 


Toward the close of the senior year, 
the professional (CPA) accounting 
student at Champlain College is offered 
the final achievement test of The 
American Institute of Accountants 
College Accounting Testing Program. 
An interview with one or more firms of 
Certified Public Accountants is ar- 
ranged for the student by the College 
or by the American Institute of Ac- 
countants, as circumstances may indi- 
cate. The graduate is considered quali- 
fied for the entering level of employ- 
ment in the profession of public 
accounting. The State of New York 
requires three years of diversified ex- 
perience requiring the intensive appli- 
cation of accounting principles and 
auditing procedures in the public prac- 
tice of accountancy, before admission to 
the final examinations for the certificate 
of Certified Public Accountant. During 
these three years the CPA candidate 
is well advised to advance his profes- 
sional training by further courses in ac- 
counting at the graduate level. At the 
same time the educational requirements 
for the certificate may be readily satis- 
fied. The State Board of Certified 
Public Accountant Examiners requires 
twenty-four credits of accounting 
courses but recommends thirty. Cham- 
plain College offers the student twenty 
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the three-year enforced period of em- 
ployment or in full-time graduate 
courses. This is true to the function of 
liberal education and in keeping with 
the continuing nature of education gen- 
erally. 

The criteria for measuring the effec- 
tiveness of the program described 
these pages, are to be found in the cata- 
log of Champlain College. 

“Today, a liberal education is based on 

a wide knowledge of life in the past and 

an appreciation of the opportunities of life 

in the present. Today, the education of 


complete living is that dictated by modern 
times. It is an education that develops 


coat pocket. 


summer, 


on 


6. Bald, if over fifty. 


and rattles. 





that the quiz master is only a low-brow 
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points of accounting leaving from four 
to ten credits to be accomplished during 


7 Bulletin of Champlain College at Plattsburg. Supra., page 77 


2. Bi-focal glasses With horn rims. 
3. Moccasin-type dark brown shoes. 
4. A quiet suit—not pants and coat that don’t match; and a vest, except in 


9. Never tieless and seldom a bow tie. 
10. A brown calf brief bag—and it 


character and fits a man for a practical 
successful, efficient, useful and happy life 
of action in the present. Champlain College 
uses the term liberal arts in this new sense 
to include the humanistic, the social, the 
scientific as well as the vocational aspects 
of education. It recognizes the rich re- 
wards of humanistic and literary studies; 
the contribution of the arts and the social 
studies to personal adjustment and to an 
understanding of the present; the effect of 
the natural sciences on modern life; and 
the impact of western industrialization on 
the development of social consciousness 
But it also believes that every citizen, in 
preparing to be socially useful and eco- 
nomically independent, must have the op- 
portunity to be so equipped with a mastery 
of his area of special interest that he will 
be well started on the road to freedom in 
his profession and in the life that grows 
out of, and is based on, that profession.”7 


~ 
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AN ADIRONDACK VIEW 
The marks of an accountant, as shown below, have been developed by surveys and 
research which were exceptionally limited in extent. Use them as a vocational test on 
yourself and see if you belong in this profession! 


1. At least five pens and pencils sticking out of a breast pocket, preferably the 


No ability to sing better than a crow or grackle. 
7. A pleasant face, a gentle smile—but never a boisterous laugh. 


8. While attending wifely-required concerts, calculates the attendance, gets 
out a pencil and makes notes on the program. 


must have a shiny padlock that dangles 


Give yourself 10 points for each, all or nothing. If your score is under 60, you prove 
a CPA in only two states. 


Leonarp HouGuton, CPA 


Of the Adirondack “Chapter” 
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Avoidance of Year-End Deluge by Planned 
Administration of the Accounting Practice 


By Juvtan' S. H. WEINER, C.P.A. 


Some highly practical recommendations for promoting internal 

economies in the management of an accounting practice and for 

distributing the heavy burden of closing audits throughout the year 

are offered in this paper, in an effort to minimize the severity of the 
usual year-end pressure. 


HE severity of the burden imposed 

by year-end closings is experienced 
by most accountants. The impact is 
particularly onerous for small and 
medium-sized accounting firms that 
cannot afford to employ temporary help 
to absorb the additional work. 


Remedial Measures 

As with all controversial issues, in 
this instance as well, there exists a 
diversity of opinion as to the most prac- 
tical method of resolving this problem. 

One solution advocated by account- 
ants has been that of staggering the 
closing period of their various accounts. 
However, not many commercial enter- 
prises will consent to adopt a fiscal year 
merely for the convenience of their ac- 
countants. Furthermore, in the event 
of the engagement of new accountants 
by a concern, its fiscal year would have 
to be changed to conform to the needs 
of the new auditors. Therefore, this 
remedy does not appear to be adequate. 

With respect to this subject a pro- 
gram has been initiated to persuade 
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commercial enterprises to establish 
their natural business year as their 
fiscal year. This trend should be en- 
couraged since financial statements re- 
flecting the natural year, rather than 
an arbitrary fiscal or calendar year, 
would present a more accurate picture 
of operations for the period covered. 
However, no substantial benefit will be 
derived from this innovation by prac- 
titioners specializing in one or two in- 
dustries, since the bulk of their closing 
audits will still coincide. 

As indicated by implication in the 
introduction, the employment of tem- 
porary help affords a second means of 
alleviating an oppressive tax season. 
However, this expedient will usually 
prove to be prohibitive economically. 
It is manifest that a great deal of time 
must be devoted to the instruction of 
such personnel with respect to the re- 
quirements of the various clients. By 
the time these employees have finally 
obtained the desired productive capa- 
city, their period of employment has 
expired. Moreover, their rate of com- 
pensation generally exceeds that of the 
regular staff. Consequently, the value of 
the work performed by temporary em- 
ployees will not be commensurate with 
their remuneration. 

A third remedial device is that of 
distributing the year-end peak load 
throughout the period. Pursuant to this 
method, preliminary work relating to 
“closings” should be performed during 
slack intervals prior to the report date. 
It is this author’s belief that the latter 
solution is the more desirable approach. 
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3efore elaborating upon this subject, it 

would be pertinent at this point to con- 
sider the special features characteristic 
of closing audits. Some of the more 
time-consuming procedures which dis- 
tinguish year-end audits from interim 
examinations are the circularization of 
confirmation requests, determination of 
adjusting and accrual entries, writing 
of reports, review of reports, and the 
preparation of tax returns. 

For purposes of averting year-end 
congestion, the objectives with respect 
to the foregoing operations should be 
twofold. First, wherever possible, the 
stated procedures should be performed 
during the financial period. Second, 
time-saving policies should be imple- 
mented with reference to the remainder 
which can only be effectuated at year- 
end. In the ensuing paragraphs, each 
of the foregoing items will be discussed 
with the intention of indicating some 
practical means of attaining the desired 
goal. It is to be noted that the following 
recommendations apply, primarily, to 
firms performing continuous audits. 


Pre-report Date Confirmation of 
Accounts Payable and Receivable 


With reference to confirmations, the 
verification of vendors’ accounts and 
customers’ receivables is the most time- 
consuming. Hence, it is recommended 
that these items be circularized as of 
one month prior to the closing date, say 
November 30th. In connection with the 
payables, since no balances are usually 
placed upon related confirmation re- 
quests, the forms may be prepared and 
mailed as early as mid-November. In 
this manner, all work relating to the 
confirmation of accounts receivable and 
payable may be completed in Decem- 
ber. Inasmuch as the time required 
for the independent verification of sun- 
dry balance sheet items (e.g., bank 
balances, etc.) is negligible, such assets 
and liabilities may be circularized as of 
the year-end. The utilization of stand- 
ard forms will limit the typing required 
therefor. Many firms are inconsistent 
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in their policy with respect to the re- 
sponsibility of preparing independent 
verification requests. Whereas those 
for payables and receivables are usually 
typed by the client, confirmation forms 
for the sundry items are completed by 
the accounting firm. There is no reason 
to distinguish between these two 
groups. The preparation of the latter 
as well as the former should be dele- 
gated to the client. 


In the author’s opinion, the confir- 
mation of accounts receivable and pay- 
able prior to the report date should not 
nullify the credibility of the account- 
ant’s opinion. The usual examination 
performed during the auditing of De- 
cember’s operations should be sufficient 


to detect unauthorized transactions 
occurring subsequent to November 
30th. In addition, the inspection of 


shipping memoranda, payments re- 
ceived subsequent to December 31st, 
creditors’ statements, unfilled purchase 
orders, and payments made subsequent 
to December 31st, and the like, would 
be adequate to substantiate the validity 
of December’s operations. 


Hence, the recommendation will con- 
tribute to the amelioration of year-end 
pressure without impairing the integ- 
rity of the accountant’s certification. 


Recording of Accrual Entries 
by the Client 


The preparation of the report by the 
accountant is usually preceded by the 
extraction of a trial balance from gen- 
eral ledger accounts. Upon the comple- 
tion thereof, it is customary to record 
all adjusting entries on the worksheet. 
The final procedure involves the exten- 
sion of each item either to the profit and 
loss or balance sheet columns provided 
for this purpose. 

Barring unique circumstances, the 
prevailing practice does not represent 
the most expeditious course for the 
transfer of general ledger figures to re- 
lated financial statements. As outlined 
above, the drawing up of the trial bal- 
ance, the insertion of items in the 
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Planned Administration of the Accounting Practice 


proper columns, and the final transcript 
to the report constitutes a three-fold 
recording of these figures. Hence, not 
only is this method unnecessarily time- 
consuming, but it also provides greater 
opportunity for the commission of er- 
rors. Moreover, the January work of 
the client is usually impeded due to the 
inevitable delay by the accountant in 
submitting the adjusting and closing 
entries. To remedy the foregoing, it is 
suggested that the internal accounting 
staff of the client be instructed with re- 
spect to the preparation of the neces- 
sary adjusting entries. Most accrual 
entries such as depreciation, mortgage 
interest, and the like can be recorded 
monthly. Only errors would have to 
be adjusted by the auditor. Under this 
procedure, the book figures may be 
transcribed directly to the accountant’s 
report, without the formality of a trial 
balance worksheet. The tax accruals 
may be computed by the accountant 
from the profit and loss statement. 


The adoption of this procedure 
would be of benefit to both the account- 
ant and his client. As indicated previ- 
ously, the current month’s bookkeeping 
would not be delayed due to the de- 
linquent submission of the adjusting 
and accrual entries by the auditor. 
Secondly, the public accounant’s time 
would not be consumed by the prepa- 
ration of entries which could be deter- 
mined by the concern audited. Conse- 
quently, more time can be devoted to 


the examination of records. 

With reference to the accountant, the 
elimination of the triplicate repetition 
of book figures would accelerate the 
completion of his work. Secondly, the 
preparation of the accruals by one party 
and the checking by another would as- 
sure greater accuracy. 

In this connection, your attention is 
directed to the practice observed by 
many principals and supervisors in- 
volving the checking of the transcrip- 
tion of accounts from the trial balance 
to the report. It is manifest that this 
alleged safeguard will not be available 
under the proposed system. However, 
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no practical benefit is derived from this 
feature of internal supervision since it 
does not provide any means of detect- 
ing errors incorporated in the initial 
trial balance. Hence, the elimination 
of this superfluous operation will rep- 
resent another time-saving aspect of 
the proposed system. 


Skeletonization of Reports 
During the Year 


The most time-consuming feature 
with regard to the preparation of finan- 
cial statements is the transcription of 
the descriptive written matter, exclu- 
sive of the monetary figures. There- 
fore, wherever possible all worksheet 
copies of reports should be prepared 
during the year. This can be readily 
accomplished in those instances where 
statements do not vary substantially 
from one period to the next. It is to 
be noted that the vertical spacing of 
certain graph paper (6 lines to the 
inch) corresponds to that of the aver- 
age typewritten matter (small type). 
Therefore, the graph paper can be 
superimposed upon the financial data 
of an extra typewritten copy, leaving 
the pro-forma descriptive section ex- 
posed. The current year’s figures may 
then be inserted on the graph paper. 
In this manner, the time devoted to re- 
port writing will be negligible. 

Those reports that do differ from 
year to year should also be reproduced 
prior to the closing audit. As the year- 
end approaches, the senior in charge of 
an account should ascertain the modi- 
fications to be inserted in the current 
report. Thus, these variations may 
readily be incorporated in the pro- 
forma statements. The benefits derived 
from skeletonizing statements during 
the interim are two-fold. First, the 
year-end work is substantially reduced. 
Secondly, since the reports will be pre- 
pared during slack intervals, rather 
than under tax-season pressures, more 
time can be devoted to composition and 
form, thereby assuring a satisfactory 
presentation. 
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Standardization of Audit Work 
Papers to Facilitate Review of 
Reports 


The importance of standardized and 
indexed workpapers has been under- 
estimated by many firms. Consequent- 
ly, the review of reports by principals, 
prior to submission for typing, usually 
necessitates the presence of the senior 
who is familiar with the audit papers. 
Furthermore, since the workpapers 
have not been compiled uniformly, even 
the senior will experience difficulty in 
locating material contained therein. 
This writer can testify from past ex- 
perience, that where workpapers are 
arranged haphazardly, as much time 
can be spent in searching for support- 
ing schedules and data as in the actual 
checking of the reports. Such a situa- 
tion is definitely not desirable, espe- 
cially when time is of the essence. 

To rectify this condition, workpapers 
should be standardized, indexed, and 
cross-referenced. A simple method of 
maintaining adequate papers is present- 
ed for your consideration. 

Instead of the “orthodox” vertical 
folder utilized by the average practi- 
tioner, it is suggested that workpapers 
be filed in a loose-leaf three ring binder. 
A separate section should be provided 
for each group of workpapers. For in- 
stance, the audit program, monthly trial 
balances, bank reconciliations, audit 
notes, petty cash counts, etc., would 
constitute different divisions. An in- 
dexed tab should precede each cate- 
gory. All worksheets should be num- 
bered consecutively and be identified 
by a symbol or letter disclosing the 
nature of the workpaper. The audit 
program should be employed as a table 
of contents. That is, each man, when 
initialling the program to indicate the 
work completed, should insert the page 
number of the worksheet containing 
the related schedule. 

Generally, the standard 11” x 84” 
loose-leaf binder will be the most appro- 
priate for the purpose. It is suggested 
that eight-column paper, ruled on both 
sides, be utilized for worksheets. By 
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the insertion of “short” sheets, it will 
be unnecessary to resort to the larger 
size columnar paper. The application 
of this device will permit the continua- 
tion of monthly trial balances, bank 
reconciliations, petty cash counts, etc., 
on the same series of worksheets. At 
the termination of the financial period, 
the contents of the binder should be 
transferred to inexpensive manila fold- 
ers for permanent filing. Thus, the 
number of loose-leaf covers required 
will be restricted to a minimum. 


As mentioned previously, the trial 
balance operation will be by-passed 
and, in lieu thereof, the general ledger 
figures will be transcribed directly to 
the report. In order to facilitate the re- 
view of financial statements by super- 
visors, the page number assigned to the 
respective supporting audit work paper 
should be placed next to the related 
item appearing in the report. The nota- 
tions should be indicated in colored 
pencil and circled to avoid confusion 
on the part of the typists. 


Numerous benefits may be derived 
from the institution of the foregoing 
recommendation. In consequence of 
the loose-leaf feature, individual pages 
may be extracted without disturbing 
the sequence of the remainder, whereas, 
in the conventional metal fastener fold- 
er, all workpapers superimposed over 
the desired sheet must be removed in 
the process. The sectionalization of the 
binder, as outlined above, will facilitate 
reference to the contents therein. ‘The 
availability for use of the reverse, as 
well as the front side of the proposed 
loose-leaf analysis sheets should sub- 
stantially reduce the customary size of 
audit work papers. Furthermore, the 
extension of monthly data, for bank 
reconciliations, petty cash counts, and 
the like, in successive columns on one 
sheet, rather than employing separate 
workpapers for each month, should also 
contribute to the decrease in the num- 
ber of worksheets required. It is to be 
noted that loose-leaf binders used cur- 
rently may be systematically arranged 
on open book shelves, rather than in 
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Planned Administration of the Accounting Practice 


file cabinets. Hence, the inconveniences 
usually experienced when inserting or 
removing folders maintained in_ file 
cabinets will be avoided. 

In summation, the maintenance of 
uniform workpapers in loose-leaf cov- 
ers will expedite the location of the 
pertinent binder and the material con- 
tained therein. Consequently, the audit, 
as well as the review of reports will be 
accelerated accordingly. 


Compilation of Data for Tax 
Returns Prior to Year-End 


As indicated at the outset, the prep- 
aration of tax returns constitutes 
another primary factor contributing to 
the year-end dilemma. Fortunately, 
most major tax problems do not arise 
immediately subsequent to December 
3lst. They are usually inherent 
throughout the operating period. 
Therefore, the time for researching tax 
questions should be during the year 
rather than after its termination. Once 
all crucial queries have been resolved, 
the completion of the tax forms is a 
matter of routine. However, even rou- 
tine can be burdensome if it is per- 
mitted to accumulate. Hence, the work 
relating to tax returns should also be 
allocated throughout the year. 

This distribution may be accom- 
plished in the following manner : 

l1—Schedules of security transac- 
tions should be recorded periodically as 
they arise. 

2—Schedules of depreciation can be 
prepared during the year. Only the 
current year’s figures need be inserted 
at the end of the year. 

It is to be noted that the tabulations 
mentioned in items #1 and #2 should 
be attached to the related tax returns 
rather than be transcribed thereon. 

3—The majority of business ex- 
penses appearing on both the federal 
and state returns are generally included 
under the heading “other expenses”. 
The recording of these items individu- 
ally on both governmental forms repre- 
sent a duplication of work. A substan- 
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tial savings in time may be achieved by 
preparing a “skeletonized” listing of 
the respective items during an idle 
period. The figures can then be inserted 
as soon as they are determined. Typed 
copies of this schedule can be attached 
to both the federal and state forms. 


4—The federal blanks are usually 
available in the early part of December. 
A great deal of information can be 
entered on these forms without waiting 
until the related reports are prepared. 
For instance, with respect to form 
1120, the federal corporation return, 
the following information may be en- 
tered immediately : 

a. The name, address, etc., required 
on page 1. 

b. Data concerning the compensa- 
tion of officers requested under 
Schedule F, page 2. 

c. The answers to the questions ap- 
pearing on the bottom of page 3. 

d. The balance sheet at the begin- 
ning of the taxable year on page 
4, Schedule L. 


As enumerated below, the foregoing 
concept may likewise be applied to the 
personal tax returns prepared by ac- 
counting firms. 

1. The compilation of security trans- 
actions should be accumulated through- 
out the year. 

2. Where it is customary to prepare 
the tax return from an examination of 
the checkbooks and other data submit- 
ted by the individual, the analysis 
thereof should be performed periodi- 
cally to reduce the year-end work. 

3. Usually such tax clients are close 
acquaintances of the principals of the 
accounting firm. Hence, this relation- 
ship may facilitate arrangements 
whereby the final data for the year can 
be submitted during the last week of 
the year or immediately subsequent 
thereto. In this manner such returns 
can be completed while awaiting the 
closing date of the regular accounts. 

4. To avoid duplicating the listing of 
numerous contributions and medical 
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expenses for federal and state returns, 
these items should be recorded on 
separate schedules. Typed copies there- 
of may be attached to the respective 
returns. 

5. Special forms (containing the 
pertinent tax queries) should be pro- 
vided for clients who are required to 
supply all related information person- 
ally. This will furnish an automatic 
check list for such clients and will also 
avoid delay occasioned by the omission 
of necessary items. In addition, it con- 
stitutes a more efficient manner of se- 
curing such data. 

The implementation of the foregoing 
recommendations would permit the 
preparation of a considerable portion of 
the tax work currently, thereby allevi- 
ating customary year-end accumula- 
tion. 


Streamlining of the Clients’ 
Accounting Procedures 


Normally, many concerns do not 
close their books until about the twen- 
tieth of the month subsequent to the 
end of their taxable year. Therefore, 
the intervening period is not available 
to the average accounting firm for com- 
mencement of the closing audits. Since 
time is of the essence, it would seem 
advisable to devise some means of ac- 
celerating the readiness date of one’s 
clients. 

In furtherance of the stated objec- 
tive, it is suggested that the customary 
organization of the general ledger be 
revised so as to exclude the income and 
expense accounts, if voluminous. In 
lieu thereof, income and expense con- 
trol accounts should be established in 
the general ledger which should be sup- 
ported by a subsidiary ledger of the 
related detail. 

Under the prevailing practice all in- 
come and expense items are usually 
contained in the general ledger. More- 
over, separate ledger sheets are gener- 
ally assigned to each account. This 
feature impedes the posting operation 
in consequence of the numerous pages 
referred to during the process. In this 
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connection, you will note that it is the 
time of a skilled general ledger book- 
keeper or comptroller which is con- 
sumed thereby, rather than that of a 
clerk. Moreover, additional labor must 
be expended to trace errors normally 
committed in the initial preparation of 
a trial balance. These substantial dis- 
advantages will be eliminated under the 
proposed method. As mentioned previ- 
ously, the detailed expense and income 
accounts will be transferred to a sub- 
sidiary ledger. The arrangement of this 
register should be in “railroad” col- 
umnar form, so as to provide at least 
10 to 15 columns to the page. The 
columnar sequence of the accounts ap- 
pearing therein should conform to that 
of the related book of original entry. 
The posting of the details should be 
performed by the custodian of the 
original journal book, say, the voucher 
register clerk. The general ledger 
bookkeeper need only enter the aggre- 
gate expense figure in the proper con- 
trol account. This division of labor will 
reduce the burden of mechanical tasks 
imposed by the present system upon the 
skilled employee. Furthermore, the 
creation of control accounts will facili- 
tate the detection of trial balance dis- 
crepancies relating to the detail. The 
simplification of general ledger routine, 
as outlined above, should substantially 
diminish the time required to complete 
the records. 

Another major factor obstructing a 
timely “closing” by the client is the 
common practice of delaying the bal- 
ancing of the voucher register pending 
the receipt of all anticipated invoices. 
In view thereof, it is suggested that 
arrangements be made with vendors to 
submit all statements not later than the 
fifth of the month. The books can then 
be closed as of that date. Any delin- 
quent invoices received subsequently 
may be recorded by the bookkeeping 
staff via the general journal. 

The implementation of the foregoing 
should afford the accountant an addi- 
tional ten to fifteen days within which 
to complete his work during the tax 
season, when time is so important. 
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Staff Rotation to Reduce Personnel 
Turnover During the Tax Period 


It has been the custom of accounting 
firms to assign men permanently to re- 
lated accounts. Consequently, the train- 
ing of juniors and semi-seniors so 
assigned is limited. The opportunity 
for learning new auditing procedures 
would normally be exhausted within 
about a year. Since such men are in- 
terested primarily in acquiring a diver- 
sified background, they must ultimately 
seek new employment as soon as they 
attain the point of saturation in any one 
position. The foregoing cycle is princi- 
pally responsible for excessive person- 
nel turnover. Unfortunately, the time 
usually selected to effect a change of 
employment is the tax season. Hence, 
those accounting firms subject to fre- 
quent staff replacements would be de- 
prived of experienced men during the 
most critical period. 

To remedy the foregoing situation, it 
is recommended that the policy of per- 
sonnel rotation be adopted. The advan- 
tages to be derived from such a practice 
are as follows: 

1. The resulting diversification of 
experience afforded to staff mem- 
bers would eliminate a primary 
cause of terminations. 

2. The extension of the average 
term of employment would per- 
mit accounting firms to benefit 
from the products of their train- 
ing programs. 
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3. Reduction of personnel changes 
during the year-end would— 
a—relieve supervisors of the 

onerous task of continually 
interviewing applicants. 
b—increase the available man- 
power and hence, the produc- 
tive capacity of the staff. 





In order not to antagonize clients, 
newly rotated personnel assigned to the 
various accounts should accompany the 
present auditors during interim visits. 
In this manner, bookkeeping staffs will 
not be continually annoyed with the 
usual queries made by an accountant on 
his initial visit. Any loss of time due to 
the instruction of rotated personnel 
would be more than offset by the time 
saved as a result of reduced staff turn- 
overs. 

ee - * 


The adoption of the recommenda- 
tions contained in the preceding com- 
ments should promote internal econo- 
mies in the accounting firm as well as 
distribute the major burden of closing 
audits throughout the year. In addition, 
the present effective commencement 
date of the tax season would be about 
November 15th rather than January 
15th. 

In conclusion, the cumulative effect 
of the foregoing should be adequate to 
overcome the different problems 
brought on by the accountant’s nemesis, 
the tax season. 
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Bulletin 23 and the Monthly 
Financial Report 


By SHELDON FREEDMAN, C.P.A. 


The impact of APS #23 upon monthly financial reports is explored 


in this article. 


purpose by all groups affected—clients, credit grantors, 
as a means of — ving its fullest acceptance by them. 
opinion is discussed, and some actual 


ants 


use of the disclaimer of 


The author advocates a fuller understanding of its 


and account- 


The 


examples thereof are reproduced. 


December, 1947, the American 
Institute of Accountants issued 
Auditing Procedure Statement #23, 


which was subsequently revised and 
adopted at an annual meeting in No- 
vember, 1949. 

The conclusion expressed in this 
bulletin, reads as follows: 


“The independent certified public ac- 
countant should not express the opinion 
that financial statements present fairly the 
position of the company and the results of 
its operations, in conformity with generally 
accepted accounting principles, when his 
exceptions are such as to negative the 
opinion, or when the examination has been 
less in scope than he considers necessary to 
express an opinion on the statements taken 
as a whole. In such circumstances, the 
independent certified public accountant 
should state that he is not in a position to 
express an opinion on the financial state- 
ments taken as a whole and should indicate 
clearly his reasons therefor. 


No prior pronouncement of account- 
ing theory or auditing procedure 
caused such heated discussion and con- 
troversy among accountants. In my 
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opinion, much of the discussion arose 
trom contusion as to report require- 
ments. The main objections of the dis- 
senters were that it would disrupt client 
relationships of long standing and that 
reports with this statement would not 
be acceptable to credit grantors. 

The problem here is one of educa- 
tion, not only of the client and the 
credit groups but of the accountants 
themselves, for if the accountant is 
familiar with the new rule, he will be 
able to explain its purposes and desir- 
ability to both groups. 

As a professional man, with profes- 
sional ethics, the accountant should not 
present a report on his stationery with 
accompanying letter, comments, or sig- 
nature even with the qualifications “for 
management only” or without “verifi- 
cation by direct correspondence.” The 
uninformed public may receive from 
this type of statement the impression 
of a “certified” report, because the ac- 
countant’s name and letterhead is asso- 
ciated therewith. 

It should also be apparent that since 
this is a pronouncement of the Ameri- 
can Institute of Accountants, those who 
do not subscribe to Bulletin 23, may 
nevertheless find themselves bound by 
its provisions in the case of account- 
ants’ liability or negligence lawsuits. 

In my opinion, the first step towards 
education must be of the accountants 
themselves, for it appears that many 
members of our profession are ignor ing 
the requirements of Statement 23. In 
this connection, I spoke to approxi- 
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mately a dozen representative account- 
ing firms and requested that they 
submit samples of their report qualifi- 
cations. I received replies from eight, 
of which only four indicated compli- 
ance with the requirements of Bulletin 
23. Incidentally, the New York State 
Society of Certified Public Accountants 
has not vet officially approved the rules 
set forth in this bulletin. However, our 
Society has not officially approved any 
Institute Bulletins, since “Ixtensions 
of Auditing Procedure” was issued in 
1939. Nevertheless, if your opinion in- 
cludes the phrase, “in accordance with 
generally accepted auditing standards”, 
this means conformance with all of the 
Institute’s Bulletins. 


In the firm with which I am asso- 
ciated, we have found that there has 
been very little objection to the use of 
the disclaimer. In most cases, no com- 
ment was received from the client. In 
some, an explanation of the require- 
ments of Bulletin 23, brought ready 
acceptance. In many cases, we found 
that where no opinion was previously 
issued in connection with a report, a 
slight extension of the prior audit pro- 
cedure with very little additional work 
made possible the issuance of a report 
with an unqualified opinion. In other 
instances, the client authorized the ad- 
ditional work required to enable the 
issuance of an opinion. I have heard 
of no instance of strenuous objections 
by a credit institution. 

The provisions of Bulletin 23 are 
just as applicable to reports prepared 
as a result of monthly or interim en- 
gagements as to year-end reports. In 
this type of engagement, the accountant 
acts in the capacity of the internal ac- 
countant for small or medium-size 
firms to prepare reports for the purpose 
of advising management as to opera- 
tions and financial position. While pre- 
pared primarily for this purpose, these 
reports, in many cases, are presented 
to banks and credit agencies as a basis 
lor granting credit. In this type of en- 
gagement, detailed audits are usually 
made of the books and records but no 
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“outside” verification is made of the 
assets and liabilities and the accountant 
is not present at the physical inventory 
taking or, perhaps, no inventory is 
taken. 

Merely stating in a letter or footnote 
that “this report was prepared for 
management purposes only”, does not 
tell the reader whether or not the 
Certified Public Accountant made an 
audit, whether or not he verified any 
balance sheet items and whether or not 
he (as a Certified Public Accountant) 
takes any responsibility. 

In connection with this type of 
monthly audit, I have found that the 
following types of reports are usually 
issued. 

(a) Plain paper reports without report 

covers. 

(b) Reports on the accountants’ stationery 

(1) without a letter of transmittal 
(2) with a long or short-form letter of 


transmittal in which the account- 
ants’ signature appears. 


In the case of plain paper monthly 
reports without covers, it is not neces- 
sary to include a disclaimer of opinion. 
In such circumstances, it is presumed 
that the statement is not an account- 
ant’s report. According to Bulletin 23, 
a disclaimer is necessary “whenever the 
accountant permits his name to be as- 
sociated with financial statements.” It 
should be emphasized that although a 
disclaimer is not necessary, this com- 
mittee feels that the issuance of the 
plain paper report should be discour- 
aged. It is obvious that although the 
accountant’s name does not appear on 
the report, the client will disclose his 
name if requested. In those cases where 
audit work has been done in connection 
with the preparation of this report, the 
accountant should be willing to have 
his name appear thereon with a proper 
qualification of the scope of his verifica- 
tion. 

In the instance of an interim report 
on firm stationery without’ a letter of 
transmittal or with a long or short- 
form letter of transmittal, a disclaimer 
is necessary if no verification with out- 
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side sources was made. This disclaimer 
of opinion need not assume a stand- 
ardized form. Any expression which 
clearly states that an opinion has been 
withheld and gives the reasons why, 
would be suitable. It is not sufficient 
for the accountant to qualify that the 
statement was prepared without verifi- 
cation by correspondence and_ based 
upon an inventory submitted by man- 
agement. He must clearly state that he 
is unable to express an opinion. 

The following is an example of a dis- 
claimer of opinion which may be in- 
serted on the bottom of a Balance 
Sheet, where no letter of transmittal 
accompanies the report. 


The above balance sheet and attached 
profit and loss statement were prepared as 
a result of monthly examinations of the 
books of account and supporting data, 
which did not indicate any material dis- 
crepancies. However, since the assets and 
liabilities were not confirmed by direct cor- 
respondence and the inventory was accepted 
as submitted by the management, no opin- 
ion can be expressed in connection there 
with. 


The following is an example of a dis- 
claimer of opinion which is inserted as 
the last paragraph of a short or long- 
form letter of transmittal. 


This interim report, submitted for man- 
agement purposes, has been prepared as a 
result of monthly examinations of the 
books of account which did not disclose 
any material differences. However, since 
we did not verify the assets and liabilities 
by direct correspondence and were not 
present at the physical inventory taking, 
we are unable to express an independent 
opinion in connection therewith. 


A note would then be inserted on the 
bottom of each of the financial state- 
ments, as follows: 
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The above statement is subject to the 
foregoing pages of comments, which are 
made a part hereof. 


In some cases, when procedure is 
varied at the year-end and outside veri- 
fication is performed and the account- 
ant is present at the inventory taking, 
the following sentence may be added to 
the foregoing disclaimers : 

“At the end of the fiscal year, our ex- 
amination is of sufficient scope to enable 
the expression of an opinion.’ 
Numerous variations of the forego- 

ing disclaimers may result from the 
inclusion of additional interim outside 
verifications. It may also be possible to 
issue a qualified opinion, instead of a 
disclaimer, in connection with interim 
reports when a completely verified 
statement is issued once or twice a year 
and adequate book inventory and other 
records and internal controls exist and 
are audited in detail. 


In some circumstances, monthly re- 
ports are issued without audit, on firm 
stationery. Statement No. 23 permits 
the issuance of these statements, with- 
out a full disclaimer, provided that a 
phrase such as “prepared from the 
books of account without audit” ap- 
pears prominently on each of the state- 
ments and provided further that no 
detailed comments or accountants’ sig- 
nature are submitted therewith. 


In conclusion, may I urge the general 
use and acceptance of Statement No. 23 
by all independent Certified Public 
Accountants. It is my belief that the 
easiest road to client acceptance lies in 
general adherence by all practitioners. 
The medicine tastes much better than 
it looks. 
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Joseph Hardcastle 


By Tue CoMMITTEE ON HIsTory 


The outstanding facts concerning the career and writings of Joseph 
Hardcastle, eminent author and respected member of the faculty of 


the New York University School of Commerce, Accounts and 
Finance in tts early days, have been collated in this biographical 
note concerning one of the earliest leaders of our profession. 


A CONVERSATION with almost any 
member of the early classes of the 
New York University School of Com- 
merce, Accounts and Finance, is very 
likely to bring reminiscences of early 
teachers. It is generally agreed that, 
for a school in a field which was almost 
entirely new, its faculty was remark- 
able. One of its members is still with 
us; others lived long enough for some 
of us to know them; and book-length 
biographies or shorter articles have 
told of others. So few facts have been 
assembled about one of its outstanding 
members, however, that the History 
Committee felt an urge to know more 
about him and to learn why memories 
of him were so vivid for those who 
knew him. This story has been pieced 
from many publications. 

Joseph Hardcastle was born April 
22, 1827, at Skipton in Craven, York- 
shire, England. In 1840 he was admit- 
ted to the Free Grammar School where, 
in 1843, he competed for and won a 
scholarship to York and Ripon Dioce- 
san Training School. There, and by 
private study, he acquired a knowledge 
of the classics and mathematics besides 
German, French and Italian. The qual- 
ity of his learning is indicated by his 
success in the above-noted competition 





This is the sixth of a series of 
articles on the History of Account- 
ing in the State of New York, pre- 
pared by the Society’s Committee on 
History. 

The earlier articles appeared in 
the March, May, December, 1949, 
September, 1950, and March, 1951, 
issues of this publication. 
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in 1843; in that for a position in Belize 
in 1855; and in the examination for 
New York Public School teacher in 
1858 and for the New York CPA Cer- 
tificate in 1896. There is a tradition 
that he was offered a waiver certificate 
but he preferred to sit in the examina- 
tion. That his confidence was war- 
ranted is shown by his ratings of 87 in 
Theory, 80 in Practical Accounting, 85 
in Auditing and 95 in Law. This was a 
simple average of approximately 87 
whereas the corresponding averages of 
the two others who were successful 
were 85 and 79. One other passed 
three subjects but failed in Law and the 
fifth failed in four subjects. 

His teaching experience covered sev- 
enteen years, 1847 to 1864. It included 
three years in the Training School 
from which he had just been graduated 
in 1847; four years in his own school 
at Peterhead, Scotland, where one of 
his pupils won the mathematical prize 
of £60 at Marschall College in Aber- 
deen; one year at Leith, Scotland; 
about three years as Superintendent of 
Schools at Belize, British Honduras ; 
and six years as first assistant principal 
in Grammar School No. 38 at New 
York. The thoroughness of his teach- 
ing and its effectiveness with his pupils 
is evidenced by the suggestion of one 
of them, a son of Peter Gilsey, that his 
father consult him on a problem in 
income tax requiring a knowledge of 
sinking funds. The suggestion was fol- 
lowed and his solution was accepted by 
the Income Tax Commissioners. 

The New York position was his last 
in teaching for many years, but his 
ability was recognized by his selection 
as the first Chief Examiner of the 
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Institute of Accounts in 1882; by his 
chairmanship for many years of the 
Institute’s Committee on Lectures; by 
his lectures to the students of Koehler’s 
New York School of Accounts; and 
finally by his appointment in 1901 to 
the faculty of the New York University 
School of Commerce, Accounts and 
Finance, as Professor of the Principles 
and Practice of Accounts, which post 
he held until his death in 1906. His 
lectures on the accounts of executors 
and testamentary trustees were pub- 
lished by the school as one of their 
“Studies in Business.” 

His experience in public practice 
probably began in 1864, with his en- 
gagement by Peter Gilsey for whom 
and whose estate he acted as Account- 
ant for forty-two years. While nothing 
has been learned concerning his other 
public accounting activities, it seems 
certain that they were of sufficient 
scope for the Board of Examiners to 
recommend him for certificate No. 104 
in 1896. It declined to recommend a 
certificate for another abie accountant 
who had no experience in public prac- 
tice. 

His interest in accountancy was 
shown by his membership in the Insti- 
tute of Accounts of which he was a 
charter member in 1882; in the New 
York State Society of Certified Public 
Accountants which he joined in 1897 
soon after its organization; and in the 
American Association of Public Ac- 
countants of which he became a mem- 
ber in 1905 through the New York 
State Society. 

His authorship indicates the wide 
range of his reading, and a list of his 
writings is impressive as showing his 
industry. It seems that he was not only 
a scientist in accounting and a philoso- 
pher about it, but that he was also a 
practical bookkeeper and interested in 
the mechanics of that activity as well 
as in its philosophy. 

No complete list of his writings has 
been found. The Accountants Index 
lists twenty-five titles of which the earl- 
iest was published in 1890 in three 
issues of The Office, but he began con- 
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tributing to such periodicals in 1882. 
The list of sixty-one titles appended to 
this article is probably not complete be- 
cause it does not show any _ items 
between those in American Counting 
Room of June, 1884, and in The Office 
of June, 1886. During the intervening 
two years it seems probable that he 
wrote for Treasury of which no copy 
has been found. 

Many of these titles were published 
in instalments. Some were parts of one 
general subject like chapters of a book. 
His “Accounts of Executors and 
Testamentary Trustees” was developed 
from his lectures at New York Univer- 
sity as the lectures were based on his 
earlier articles. The six issues of “Ac- 
countics” were to have formed part of 
another book. Sometimes a series was 
interrupted and an unrelated article 
was published, perhaps because it was 
thought to be more timely. 

His qualifications were recognized by 
his teachers who recommended him for 
positions; by at least one pupil who 
suggested that he might solve a prob- 
lem which others could not; by the 
Gilsey interests who retained him pro- 
fessionally throughout his life; by the 
societies which continued to invite him 
to speak at their meetings; and by the 
editors who found that their readers 
wanted his articles. 

The Committee on Honorary De- 
grees of New York University also 
appreciated his ability and on April 24, 
1905, recommended him for a degree. 
At commencement, the citation in- 
cluded some of the biographical facts 
given herein and continued: 

“He has taken a prominent part in the 
elevation of accounting to the rank of a 
profession. For many years a contributor 
to the periodicals of his profession and 
writer of text books recognized as authort- 
tative in their field. Teacher, author and 
leader in his profession, he is recommended 
for the honorary degree of Master ot 
Letters.” 


ut perhaps there was a still greater 
tribute. Students often are critical of 


their teachers and are not hesitant in 
voicing their judgment of individual 
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members of the faculty. The first issue 
of The Commerce Violet, student an- 
nual of the School of Commerce, Ac- 


Joseph Hardcastle 


He was the victim of an accident on 


June 8, 1906 and died on June 16, 


19006. 








counts and Finance at New York 
University, said of him: 
“Beloved by every student and most 


highly respected by members of his pro- 


fession. 


The following list of his published 


articles probably is not complete but it 
includes all which have been found and 


LIST OF WRITINGS OF JOSEPH HARDCASTLE 


is more extensive than any other pub- 
lished list. 


(Note: Items are listed in chronological sequence of publication except that items published 
between sections of a series are listed after all instalments of the series.) 
Title Year Month Periodical Volume Page 
Origin of Calculation Deduced from 
Re PANOUANE: oc g 50d Gsivers ones class 1882 Oct. 24 “Bookkeeper” 5 336 
Is Capital Account a Liability? ...... 1882 Dec. 19 - 5 397 
On the Theory of Life Insurance..... 1883 Jan.-Mar. - 6 17,35,89 
Bemting “Payinents sc s.cs.ce.0ess.0.<.90 1883 Aug.-Nov. “American 7 79,219, 281 
Counting Room” 
Calculating Interest on Bonds....... 1884 March i 8 158 
Accounts of Real Estate............. 1884 June = 8 226 
(No file or even a single issue of “Treasury” has been found) 
Pe LE SCOMMEG) 70/5: si0)scls-a vie eee a’ 310% 1886 June “The Office” 1 3 
Sonds as an Investment............. 1886 July * 1 21 
PMI EISCOAIINES: ois. 69 5 sieeve ace ebeobe 1886 August a 1 46 
Mugunt of at Annuity... s.00-0 000% 1886 Sept. is 1 59 
itament SV SCONE sce os cee. Bosak ea. 1886 October 1 80 
Calendar—Old and New Style....... 1886 November 1 ill 
How to Count the Ballots........... 1886 December i 1 131 
Common Standard for Interest....... 1887 January 2 4 
OEE OO ene ee er Oe 1887  Mar.-Apr. ss 2 43,66 
RR er re eee 1887 July . 3 123 
Prices & Profits, a Chapter in 
WOMEN OS acter yar evsisfe creas tusieceieiec 1888 Jan.-Mar. a 4 15,39, 49 
Building & Loan Associations........ 1888 November 7 5 225 
\n Ideal Building Association...... 1889 March 6 44 
Building Association, Reply to Critic.. 1889 May . 6 82 
Uniform Methods of Building 
BGSOCIAMOUS Ear ccanle esos cere « oe os 1889 July i 7 112 
Cooperative Building & Loan 
TASCUSES UE Car le Oe i ieee Ae ne 1889 October 2 7 180 
Talks on Accounts, I to III......... 1890 Aug.-Dec. : 9 227,251, 325 
Talks on Accounts, IV...........4- 1891 May " 10-11 97, 183 
Talks on Accounts, V to VI......... 1892 Mar.-June “Business” 12 98, 131 
A Corporation Issues Bonds......... 1892. February ‘ 2 26 
| SCEC Ulan die: el 077 « 1894 April i 14 136 
Accounts as Tools of Business....... 1895 Jan.-Dec. % 15 
Sparks from an Accountant’s Anvil.. 1896 Jan.-Dec. fi 16 
Sparks from an Accountant’s Anvil.. 1897 Jan.-Feb. . 17 
Theory of Accounts, I to IV......... 1897. Mar.-June a 17 80, 112, 141, 
173 
Answer to Bond Question........... 1897 May ‘i 17 149 
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Year 


ee oe) | a aa 1897 
Review of a Review .............005 1897 
ost Prices T40 TX: 2... ccisccesaes 1898 
Realization of Profit ............... 1898 
Problem and Solution .............. 1898 
Ce 1899 
Purpose in Accounts ............... 1899 
Negative Accounts ...............-. 1899 
SN RIN, DIOWT oon. oss v:6-0 did 0  o a18'0 080 « 1899 
RREB CE ADEE is fb bene oes 6000.04.00 1899 
Business Statistics ..............000. 1900 
Bookkeeping of Quantities .......... 1900 
Science of Practice of Instalments ... 1900 
Science of Practice of Instalments ... 1901 
A Personal Theory of Accounts ..... 1901 
RUIRt 18 ESUAIERS: 5 5 saisiers o:sa'eeeieor 1901 
Investment by a Private Individual ... 1901 
Partnership in Liquidation .......... 1901 
Balancing Accounts in One 

SERN ic ay ard sh a secs Ad Oe ora wiae 1901 
Depreciation in its Application ...... 1901 
Adjustment & Regulating of 

Entries & Accounts .............0. 1902 
An Analysis of the Ledger .......... 1902 
Statement of Affairs & 

Deficiency Account ............... 1902 
Administration and Business ........ 1902 
A Proprietor’s Business ............ 1903 
Two Principal Theories of 

TEES a ee re 1903 
A Question of Annuities .......... oo SDS 
Origin of By and To in Double 

Entry Bookkeeping ............... 1903 
Accounts of Executors and 

Testamentary Trustees ............ 1903 
Dignity of Accounting Profession .... 1904 
Aece rele: Ome ee Cen 1905 
IO NENNEY 3. clviekap 04444584008 1905 
Problem in Executors Accounts ..... 1905 
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Month 


July-Dec. 


December 
Jan.-Sept. 
Oct.-Nov. 
December 
Jan.-Feb. 
March 
April 


May-Sept. 


Oct.-Dec. 
January 


February 
Mar.-Dec. 
Jan.-May 
June 

July 
August 
Sept.-Oct. 


November 
December 


January 
February 


March 


Apr.-May 
February 


June-July 
November 


November 


December 


April 


Mar.-Oct. 
June 


August 


Geo 





Periodical 


“ 


“Business” 


Business and Public 


Accounting” 


“Commerce, Accounts 


and Finance” 


“Business World” 


“ 


“School of Commerce, 
Accounts and Finance, 
Studies in Business, 
First Series, No. 2.” 
“N. Y. Accountants’ 
and Bookkeepers’ 


Journal” 


“Business World” 


“Journal of 
Accountancy” 


“ 


Volume 













































P. ge 





17 203, 235, 273 
303, 335, 366 


17 = 361 

18 

18 625, 689 
18 753 

19 37,110 
19 139 

19 242 

19 


19 626, 691, 756 


20 +28 
20 87 
20 
21 
21 224 
2 276 
21 306 
21 347, 386 
1 428 
21 470 
22 «28 
22 76 


? 
22 «168, 216 
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23 268, 327 
23 530 
23 534 
75 pages 

3. 104 
26 

2 202 

2 «3ii 
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Tax Problems of Construction Contractors 


By Max Rotntk, C.P.A. 


The tax effects of the use by construction contractors of the per- 
centage of completion basis of accounting as against the completed 
contract basis are examined in this article. Also considered are 
certain problems involved in the subjects of Costs and Expenses, 
Repairs and Depreciation, and Contingent Income and Deductions. 


HE construction of industrial plants, 

bridges, ships, and the dredging 
of rivers and harbors, and other similar 
work, often extend over several years. 
This fact gives rise to the most impor- 
tant tax problem of: construction con- 
tractors—How should the income be 
reported in each of the years? 

Because of the financial hazards in 
the construction industry, and the fact 
that large amounts of capital are re- 
quired to finance the completion of 
many contracts, it is common for two 
or more contractors jointly to perform 
a contract. This is done by organizing 
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either a new corporation or a joint- 
venture. In either case, the new entity 
has the right to select its own taxable 
period and basis of reporting income. 

In deciding whether to have a new 
entity organize as a corporation or a 
joint-venture, consideration should be 
given to the fact that a corporation is 
subject to the corporation income and 
excess profits taxes, and the contrac- 
tor-stockholders to a tax on dividends 
or distributions in liquidation, while if 
a loss is incurred, they will have a capi- 
tal loss. 


Accounting—General 


For United States income tax pur- 
poses, a contractor may report income 
on all contracts on the cash or accrual 
basis, although the cash basis is not 
permitted where it is necessary for the 
contractor to use inventories. In addi- 
tion, on long-term contracts, the con- 
tractor may adopt either the completed 
contract basis or percentage of comple- 
tion basis.! 

Long-term contracts are defined in 
the Regulations as “building, installa- 
tion, or construction contracts covering 
a period in excess of one year from the 
date of execution of the contract to the 
date on which the contract is finally 
completed and accepted.’”’? It must be 
borne in mind that the fact that a con- 
tract extends over two taxable years 
does not necessarily make it a long- 
term contract. 


1 For treatment of cost-plus contracts, see IT 3459 (CB 1941-1, 236); Mim. 5897 (CB 
1945, 131) ; and Owens-Ames Kimball Co., 5 BTA 921 (Acq.). 

2 Reg 111, § 29.42-4; Oman, Stipton, et al.. BTA memo. op. (1942), CCH Dec. 12,426 F. 
Where a taxpayer consistently used the long-term contract basis on short-term contracts, he 
was upheld in L. A. Wells Construction Company, 46 BTA 302, aff’d 134 F(2d) 623, and 
H. Stanley Bent, 19 BTA 181, aff’d 56 F(2d) 99. 
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The contractor must be consistent in 
his method of reporting all his long- 
term contracts. In other words, the elec- 
tion may not be applied to selected 
long-term contracts, but must be to all. 
Furthermore, the contractor must keep 
his books in accordance with the basis 
adopted. 

The election to use either the Der 
centage of completion basis or the com- 
pleted contract basis must be made at 
the time of filing the first return of the 
contractor. Any change in method of 
reporting income from long-term con- 
tracts may be made only after securing 
the consent of the Commissioner.’ 

The Regulations require a taxpayer 
to apply for permission to change the 
basis upon which the return is filed, 
within ninety days after the beginning 
of the taxable year to be covered by the 
return.* In view of this, it would ap- 
pear that, if he enters into his first long- 
term contract more than ninety days 
after the beginning of the taxable year, 
he would be barred from applying for 
change to the percentage of completion 
or the completed contract basis. Pre- 
sumably, the Commissioner would 
nevertheless consent to such change. 


Percentage of Completion Basis 

Under the percentage of completion 
basis, the gross income for any year is 
determined by apportioning thereto 
such part of the total contract price as 
the work completed that year bears to 
the total work to be performed under 
the contract.° The Regulations require 
that the tax return be accompanied by 
certificates of architects or engineers 
showing the percentage of completion.® 
1, § 29.41-2. 


be E 
11, §§ 29.41-2, 29.42-4. 
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There should be deducted from the 
reported gross income, all expenditures 
made during the taxable year on the 
contract, account being taken of the 
materials and supplies on hand at the 
beginning and end of the taxable pe- 
riod for use in connection with the 
work performed under the contract but 
not yet applied.’ 

On final completion of the contract, 
there will usually be a difference in each 
year’s income due to over- or under- 
estimating the percentage of comple- 
tion. Under prior Regulations, if upon 
completion of a contract it appeared 
that the taxable net income for any year 
or years had not been clearly reflected 
by the percentage of completion meth- 
od, amended returns were permitted or 
required. This is no longer in the 
Regulations.® 


Completed Contract Basis 

The gross income on the completed 
contract basis is reported in the taxable 
year in which the contract is finally 
completed and accepted. All the costs 
and expenses applicable to the contract 
are deferred until the contract is com- 
pleted. Not only the gain, but the loss 
is deferred until such time.’ 

Where a contract covers more than 
one unit, for example a number of 
ships, the completed contract basis re- 
quires that the entire gross income be 
reported in the year the last unit 1s 
completed. If the contractor wishes to 
report the gross income on each unit as 
it is completed, he may not use the 
completed contract basis.!° A series of 
independent contracts may not be treat- 
ed as a single contract. 


‘or treatment of cost-plus contracts, see note 1. 

6 A discussion of the percentage of completion basis is given in Hegeman-Harris Ceo. v. 
United States, 23 F Supp 450 (1938); W. F. Trimble & Sons Co., 1 TC 482 (1943) (Aca.). 

7 W. F. Trimble & Sons Co., supra; Reg 111, § 29.42-4(a). 

8 An adjustment in the year the contract was completed was allowed in Hegeman-Harris 
Co. v. United States and W. F. Trimble & Sons Co., supra. 

9 Reg 111, § 29.42-4(b) ; H. Stanley Bent, supra; Fort Pitt Bridge Works v. Commis- 
sioner, 92 F(2d) 825 (CA 3d 1937), cert. den. 303 US 659; Lassiter and Co., 16 BTA 1151 


(Acq.). 


10 Grays Harbor Motorship Corp. v. United States, 45 F (2d) 259, cert. den. 284 US 627. 


For treatment of cost-plus contracts, see note 1. 
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\Where a corporation, on a completed 
contract basis, is liquidated before the 
completion of a contract, the profit on 
the completed portion must be reported 
in the year of such liquidation, exactly 
as if the corporation were on the per- 
centage of completion basis.!! 


Importance of Date of Completion 

The date of completion is an impor- 
tant date. In the first place, it deter- 
mines whether a contract is a long-term 
contract and, if so, determines whether 
the contractor may use either the per- 
centage of completion basis or the com- 
pleted contract basis. In the second 
place, it determines the year when the 
income on the completed contract basis 
is to be reported. 

Substantial completion and accept- 
ance is sufficient. Thus, a contract is 
deemed to be completed and accepted 
when the architect’s certificate author- 
ized final payment and the customer 
took possession, even though a small 
amount was withheld by the customer 
to cover adjustments due to minor de- 
fects, and he officially accepted the 
work in the following year.!? Where 
a constructed machine has to be assem- 
bled and tested, the date of completion 
and acceptance is deferred until such 
time, even though the contractor re- 
ceived payment and shipped the ma- 
chine in the previous year.’ The 
guaranteed period of maintenance by 
the contractor does not delay the com- 
pletion date.!4 , 


Costs and Expenses 

As previously stated, on the percent- 
age of completion basis or completed 
contract basis, there must be deducted 
from the gross income reported on a 
contract in the taxable year all the costs 
and expenses applicable to the contract 
gross income of that year. There is 
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usually no problem with regard to the 
treatment of such overhead items as re- 


pairs, depreciation, rentals of equip- 
ment, bond premiums, insurance prem- 
iums, and casualty and other losses, 
which are directly applicable to the 
contract. It is still unsettled whether 
such items as general and administra- 
tive expenses, interest, and taxes may 
be deducted in full in the year paid or 
incurred or be apportioned in part to 
uncompleted contracts at the end of 
each year. ‘The Commissioner requires 
depreciation on items of equipment not 
used exclusively on any particular con- 
tracts, and salaries of officers and em- 
ployees whose services are not definitely 
connected with the completion of any 
particular contracts, to be deducted in 
the year paid or incurred. However, in 
a number of cases, taxpayers were per- 
mitted to allocate interest, franchise 
taxes, travel, and office expenses to un- 
completed contracts on an approximate 
estimate basis.!5 

There must be taken into account 
any materials and supplies charged to 
the work under the contract but re- 
maining on hand at the end of the year, 
as well as the value of all unfinished 
work. Inventories may be valued at 
cost or market, whichever is lower, as 
may be elected by the taxpayer, and 
must be consistently valued. Account 
must also be taken each year of the 
deferred charges applicable to future 
years, for example, unexpired insur- 
ance and prepaid rent. 


Repairs and Depreciation 

Much of the plant and equipment 
used by contractors is of a specialized 
nature, often acquired solely for work 
on a particular contract, and is subject 
to high maintenance and repair costs. 
The problem of whether expenditures 
are to be capitalized or expensed must 


1 Jud Plumbing and Heating, Inc., 5 TC 127, aff'd 153 F(2d) 681. 
2 


12 Ehret-Day Co. v. Commissioner 
i3 Rice, Barton & Toles, Inc. 


TC 25 (1943) (Acq.). 
7 ptt 41 F(2d) 339 (CA Ist). 


= Harrison, Receivers v. Feiner, 28 F (2d) 985 (DCC); Uvalde Co., 1 BTA 932 


ARR 8367 (CB III-2, 57) ; Wetherbee Electric Co. v. Jones, 


73 F Supp 765 (1947), 


appe al to CA-10 dism. (1947) ; Patrick McGovern, Inc. v. Commissioner, 40 BTA 706 (1939) 


(non-aeq.) ; D. L. Wheelock, 10 BTA 540. 
O57 
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be carefully considered. Expenditures 
which do not increase the value of an 
asset, or prolong its life, or arrest de- 
terioration, or restore depreciation, are 
allowable as repairs. The fact that the 
amount of the expenditure is large, or 
that it is without precedent, or that it is 
non-recurring every year, may or may 
not be important. Repairs must merely 
keep the asset in ordinary, efficient, and 
operating condition, enabling the tax- 
payer to maintain normal production.'® 


In determining depreciation rates, 
account must be taken of the fact that 
contractors’ equipment is subject to 
hard usage and unusual wear and tear. 
Often second-hand equipment is pur- 
chased. The necessity of continuous 
work, unavailability or lack of proper 
maintenance, and exposure to the ele- 
ments are further factors which limit 
the useful life. 


The straight-line method of depre- 
ciation is usually adopted, but where 
equipment cannot be used on the com- 
pletion of the contract, the equipment 
may be charged off over the life of the 
contract.!7 


Depreciation rates covering various 
items of plant, machinery, and equip- 
ment of contractors are given in the 
Internal Revenue Bulletin F. High de- 
preciation rates on contractors’ equip- 
ment have been allowed by the courts 
in numerous cases.!8 
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Contingent Income and Deductions 
The ordinary rules regarding when 
to report income and deductions are 
applicable. Uncollected income con- 
tested by customers is not included, and 
unpaid expenses contested by the tax- 
payer are not deducted, until all the 
reasonable contingencies covering col- 
lection or payment are removed.!? 

Where work is performed on a con- 
tract without any contract price or 
means of determining the income 
therefrom, it is not possible to include 
any income until such determination is 
made. This may be the case, for ex- 
ample, where the contractor and the 
customer leave the contract price to be 
determined at a future date.2° A tax- 
payer who has no control over the cir- 
cumstances whether income will ever 
be received is not required to include 
it as income.?!_ Thus, a subcontractor 
who is to receive payment conditioned 
upon the receipt by his prime contrac- 
tor is not required to accrue the un- 
collected amount.?? 

Damages received by a contractor 
for breach of a contract are income 
when realized.23 Likewise, damages re- 
ceived by a contractor covering loss 
reported in a prior year are income 
when received.24 In one case, damages 
received by a contractor under a con- 
tract, on account of cancellation of a 
former contract, were held to be de- 
ferred until the new contract was com- 


16 IRC, § 24(a) (3); Reg 111, §§ 29.23(a) (4), 29.24-2, and 29.41-3(3); Illinois Mer- 
chants Trust Co., 4 BTA 103 (Acq.) ; American Bemberg Corp., 10 TC 361, aff'd 177 F (2d) 


200. 
17 C. F. Lytle, 21 BTA 1423. 


__. 18 Alvin Glen Hall, 7 TC 1220 (1946) (Acq.); Sicilian Asphalt Paving Co., 11 BTA 
780; Edward H. Ellis, Inc., 1 TCM 995; C. F. Lytle, 21 BTA 1423; Miller Bros. Coal Co., 
6 BTA 1112; Moore, 7 TC 1250 (Acq.) ; James, 6 TCM 322; Nichols Contracting Co., 15 
BTA 102 (Acq.); Blue River Placer Mining Co., 8 BTA 166 (Acq.); Parker Gravel Co., 


Inc., 21 BTA 51 (Acq.). 


19 Albin Johnson, TC memo., op., 6 TCM 255; E. J. Hudson, et al., 11 TC 1042; National 
Contracting Co. v. Commissioner, 105 F(2d) 488 (CA 8th 1939); Carolina Contracting 


Company, 32 BTA 1171. 


20 Oman, Stipton, et al. BTA memo. op. (1942), CCH Dec. 12,426 F. 


21 S. J. Harry, 4 BTA 211 (Acq.). 


22 Roberts Island Dredging and Improvement Co., Inc... BTA memo. op., CCH Dec. 


12,828 J. 


23 Sternberg, 32 BTA 1039 (Acq.) (1935). 


24 Newman & Carey Subway Construction Co., et al., 37 BTA 1163 (Acq.). 


September 
















































ions 
vhen 
are 
con- 
and 
tax- 
the 
col- 


con- 
ew 
ome 
lude 
nis 
€X- 
the 
) be 
tax- 
cir- 
ver 
ude 
ctor 
ned 
rac- 
un- 


‘tor 
yme 

















pleted on the completed contract 
basis.?° 

It is customary in the construction 
industry for a customer to retain a por- 
tion of the contract price in order to 
protect himself against loss due to the 
failure of the contractor properly to 
perform the contract. This does not 
permit the contractor to exclude from 
income any part of the retained 
amounts. Any retained amounts for- 
feited by the contractor are deductible 
only in the year in which the deduction 
is incurred. 

Contractors are often required to 
guarantee the satisfactory performance 
of their work, or to maintain or repair 
their work for a specified period after 
the contract is completed. The contrac- 
tor may not deduct the amount set up 
as a liability or reserve to cover the 
costs and expenses of guarantee or 
maintenance. Such costs and expenses 
must be deducted when actually paid or 
accrued.2° There is an exception to this 
rule for amounts withheld by a cus- 
tomer to cover repairs or maintenance 
under the contractor’s guarantee ; these 
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need not be reported until realized.?’ 

Situations constantly arise where, 
after all the income on a contract is re- 
ported, unforeseen costs, expenses, or 
losses are found which apply against 
the contract. Such costs, expenses, orf 
losses that had actually accrued or been 
incurred by the close of the year in 
which the income from a contract was 
reported, must be included in that year 
by amendment to the return. 


Conclusion 

The completed contract basis is more 
conservative than the percentage of 
completion basis, for it defers reporting 
income until certain of realization. On 
the other hand, under the completed 
contract basis, several years’ income is 
bunched into one year, with the result 
that the taxpayer may be placed into 
high tax brackets. This situation is 
recognized under the Excess Profits 
Tax Law of 1950, which permits con- 
tractors, reporting on the completed 
contract basis to compute their excess 
profits tax on the percentage of com- 
pletion basis. 


25 Fort Pitt Bridge Works v. Commissioner, 92 F(2d) 825 (CA 3d 1937), cert. den. 303 


US 659. 


26 Spencer, White & Prentis, Inc. v. Commissioner, 144 F(2d) 45 (CA 2d); Scholl Co., 
30 BTA 993; Consolidated Asphalt Co., 1 BTA 79; George Hyatt, 36 BTA 121. 

27 Cleveland Trinidad Paving Co., 20 BTA 772 (Acq.), aff'd 62 F(2d) 85; B. F. 
Patterson, 21 BTA 8 (Acq.), appeal to CA 6th dism., 59 F(2d) 1055. 





Book Reviews 


(Continued from page 593) 


office machinery as being most efficient re- 
gardless of the size of the company. 


IV. Cost Methods for the Men’s Clothing 
Manufacturing Industry 
By John E. A. Trub, Management En- 
gineer, S. D. Leidesdorf & Co. 


This article is limited to a discussion of 
the following cost elements as applied to the 
medium-sized manufacturer : 

Material 

Trimmings 

Labor 

Manufacturing Overhead 

Contract Work 

General Overhead, including Selling, 
Administrative and Other Expenses. 


tn > Oo hye 


he author explores the methods of de- 
termination of the cost elements and con- 
cludes with the desirability of comparing the 
cost calculations with the actual results at 
least once each season. 


£951 


V. The Budget—an Important Tool to Man- 
agement 
By Jacob Schwartz, C.P.A., Controller 
of Grossman Clothing Company 

Budgeting and its effect on business is 
analyzed by the writer. The importance of 
the “break-even point” in budgeting is ex- 
plained ; and the various budgetary statements 
and their inter-relationships are briefly dis- 
cussed in this paper. 

The book should prove a helpful guide to 
all those engaged in accounting for the cloth- 
ing industry, both to the internal accountants 
and the public accountants practising in the 
industry. 

All of the contributing writers are qualified 
accountants and present their material in a 
clear, concise manner. 

In the opinion of this writer, there will be 
few problems that this book will not be able 
to answer. 


New York, N. Y. 


ARTHUR PATURICK 


623 




















































Income Tax Problems of 


Operative Builders 


By Georce L. Marks, C.P.A. 


Some of the more important income tax problems of operative 
builders—whether of small dwellings, of FHA projects, or of 
apartment houses and taxpayers—are discussed herein. Particular 
attention is given to the issues involved in Collapsible Corporations 
and in Liquidations (in 1951) under IRC section 112 (b) (7). 


Problems of the Small Dwellings 
Builder 


Ax problems of the small dwellings 

builder are basically no different 
from those of any other taxpayer—he 
wants to pay as little as possible. 

This business is distinguished by 
two major characteristics which affect 
the builders’ tax pattern. First, the 
building corporation generally has a 
very short life. The average builder 
acquires enough land for a one or two 
year operation, rarely longer. When he 
has finished this program he disposes 
of his corporations and proceeds to 
new pastures. Second, the business 
lends itself particularly well to the use 
of multiple corporations. The pattern 
which evolves from these factors is one 
of numerous small corporations gener- 
ally having a short first tax year, and 
a second year in which liquidation oc- 





GrorGE L. Marks, C.P.A., has 
been a member of our Society for 
many years. He was graduated 
from New York University’s School 
of Commerce, Accounts and Finance 
with the degree of B.C.S. He is a 
member of a New York accounting 
firm specializing in real estate work. 

This paper is reprinted (with 
minor changes in the text) by per- 
mission from the Proceedings of the 
New York University Ninth An- 
nual Institute on Federal Taxation, 
published by Matthew Bender & 
Company, Albany 1, New York. 
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curs as each corporation’s program is 
completed. 

The advantage of multiple corpora- 
tions and the resulting numerous tax 
years is obvious—lower tax brackets, 
easier liquidation of each segment of 
the job as it is completed, minimizing 
legal liability, etc. Moreover, with the 
advent of the excess profits tax, it is 
more than ever imperative to have nu- 
merous corporations, each with an 
excess profits credit of $25,000.00 per 
year. 

A word of caution is necessary with 
regard to short tax years. The first 
and last short tax year of a corporation 
need not be annualized for surtax and 
normal tax purposes, but for excess 
profits tax purposes the answer is dif- 
ferent. Therefore, what may appear to 
be an income bracket free of Excess 
Profits Tax may turn out to be subject 
to such a tax after all on an annualiza- 
tion basis. 


Utility of Small Corporate Units 


On what basis should building jobs 
be broken down into smaller corporate 
units? The functional basis can be 
used: (1) Undeveloped land can be 
acquired by individuals who, after an 
appropriate period of time, will sell to 
a building corporation at a profit; (2) 
The use of separate corporations tor 
construction purposes, and with the 
construction divided into different 
units; (3) A separate corporation 
might be used for sales purposes; and 
(4) Another as a supply house for 
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materials. But such a breakdown of 
corporations, dealing as they would be 
with each other, would be quite vulner- 
able to Section 45 of the Code. It 
might be preferable to reduce the size 
of the job by having separate corpo- 
rations, each operating as a complete 
unit for each group of houses. In this 
way transactions may be conducted 
with complete outsiders, and, I believe, 
with immunity from Section 45. 


Builders of F.H.A. 608 Projects, 
Conventional Apartment Houses 
and Taxpayers 


Ownership of Land 

Tax problems of builders of F.H.A. 
projects are of course no different from 
the problems of builders of non-F.H.A. 
projects. Therefore this section will 
apply to both types of construction 
with equal effect. 

Where a building is erected on leased 
land, how should the land be owned, by 
an individual or a corporation? A cor- 
poration receiving rent on the land 
would be subject to the inevitable dou- 
ble tax inherent in all corporate own- 
ership. From the operating point of 
view, therefore, particularly consider- 
ing the almost complete absence of any 
legal liability in these situations, it is 
obviously preferable to own the land 
individually. 

If it is intended to obtain a mortgage 
on the land fee, it is generally even 
more important that the property be 
owned individually. As an illustration, 
let us assume that land costs $100,- 
000.00, and that the F.H.A. has evalu- 
ated the land at $200,000.00. Since this 
involves mere appreciation in the value 
of the land, it has no tax consequence. 
Assume further that a mortgage is ob- 
tained on the land. Generally this 
would be 80 per cent of the F.H.A. 
appraised value on a mortgage, in this 
instance $160,000.00. Although the 
owner has all of the economic advan- 
tages of the actual use of the money, 
and although most builders would feel 
at this point that they had made a profit 
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of $60,000.00, nevertheless this bor- 
rowed money is not taxable income. 

If the land were owned by a corpo- 
ration, there would likewise be no gain 
on receipt of the mortgage proceeds. 
ut, if the mortgage proceeds were to 
be distributed to the stockholders, they 
would have a taxable distribution, gen- 
erally constituting capital gain. While 
there are few words that sound more 
melodious to the taxpayer than the 
words “capital gain’, it is obvious that 
the individual having no tax whatever 
is better off. 


“Mortgage Out” Money 


This situation exists where the mort- 
gage proceeds exceed the actual con- 
struction costs, i.e., where the mort- 
gage is $1,000,000.00 and construction 
costs are $900,000.00. This leaves 
$100,000.00 in cash available at the 
end of the job. The problem is how 
to get this money out of the project 
most advantageously taxwise. 

There are three major possibilities 
for withdrawing the “mortgage out” 
money. First, it is possible to use a 
construction corporation, or an indi- 
vidual entity, to do the actual construc- 
tion work, charging the amount of the 
mortgage as the contract price. The 
construction unit would therefore show 
a profit. This has the advantage of 
simplicity and of obtaining the full cash 
immediately, free from any restrictions. 
However, the profit would have to be 
ordinary income to the construction 
entity. 

The second method, fairly widely 
used up to this year, is the construc- 
tion of the property by the sponsor cor- 
poration itself. In the instance given, 
the corporation would net a $100,- 
000.00 “profit” which would not be 
taxable to it. Upon distribution of this 
money to its stockholders, since the 
corporation had no earned surplus, the 
stockholders would receive a capital 
gain to the extent that the distribution 
exceeded the cost of their stock. 

To provide against any confusion, 
an account should be set up on the 
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books called “Surplus Due to Appreci- 
ation” in the amount of the difference 
between the actual construction costs 
and the fair appraised value of the 
completed project. Any distribution 
made should be charged against this 
surplus account, indicating clearly that 
there was no earned surplus available. 

However, an immediate distribution 
of this type may be inhibited by the 
new Section 117(m) of the 1950 Rev- 
enue Act—the provision for “‘collapsi- 
ble corporations,” which is discussed 
below. Because this new section of the 
law may cover such distributions it is 
wiser to wait three years from the 
“completion” of the project before 
making a distribution, since Section 
117(m) would not then apply. 

The third method of withdrawing the 
“mortgage out’ money is by the use of 
parent and subsidiary corporations. In 
this procedure, the construction corpo- 
ration owns all of the common stock of 
the “sponsor” corporation and does the 
actual construction work for a contract 
price of the amount of the mortgage, 
or higher. The parent corporation 
therefore would show a construction 
“profit”, but on a consolidated return 
inter-company profits are excluded 
from income subject to taxes. The 
same limitations existing under Section 
117(m) would also apply to the parent 
corporation, and it, too, should not dis- 
tribute profits before three years from 
the completion of the project. At that 
time, the parent corporation can liqui- 
date if it desires, and its stockholders 
could be subject only to a capital gain 
tax on the cash and other assets re- 
ceived by them. 

This procedure has no income tax 
advantage over the prior method de- 
scribed since in either case stockhold- 
ers must wait three years to get their 
money, and in either case it will be 
capital gain. However, this procedure 
does have the great advantage of tak- 
ing the profits out of a_ restricted 
F.H.A. corporation and bringing it 
into a corporation where it can be used 
for any purpose consistent with the 
parent’s activities. 
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Normally a project will show a sub- 
stantial operating loss in its first year, 
due to interest charges, taxes and other 
operating expenses which can be writ- 
ten off; in its second and third year it 
may also show very little taxable profit. 
The use of accelerated depreciation 
rates, plus the carry over of the first 
year’s loss will minimize any taxable 
profit for the first three years. During 
this period there may have been a delay 
in starting amortization payments on 
the mortgage. As a result of this com- 
bination of circumstances, it is gener- 
ally possible to make cash distributions 
which can be charged to other than 
earned surplus and which can, there- 
fore, be ultimately treated as capital 


gain. 


Mortgage Premium 


Mortgages on F.H.A. projects have 
been considered very desirable risks by 
lending institutions who have been 
willing to pay premiums of several 
points to obtain them. It is generally 
possible to treat this premium either as 
brokerage commissions available to the 
individual owners of the property, or 
as a premium on the mortgage which 
is due to the borrowing corporation. 

If the premium paid by the lending 
institution is paid to an individual 
qualified to receive it, it is generally 
brokerage commission taxable in full 
as ordinary income in the year re- 
ceived. If it is paid to the corporation 
and treated as bond premium, it would 
be taxable to the corporation pro-rata 
over the life of the mortgage. Further, 
when the corporation distributes the 
actual cash received from the mortgage 
premium to its stockholders, they 
would then have to pay additional tax ; 
but this second tax to the stockholders 
would be a capital gain tax if the mort- 
gage premium money came to them 
together with and at the same time as 
“mortgage out” money. 

One of the factors, therefore, in 
choosing between individual and cor- 
porate receipt of this mortgage pre- 
mium is the tax effect of this income, 
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Income Tax Problems 


i.e., a single tax on ordinary income, 
payable in full in the year of receipt, 
compared with a deferred corporate tax 
plus a fairly immediate capital gain 
tax. It is believed that it will generally 
be more desirable to have the mortgage 
premium money paid to the corpora- 
tion. 


“Collapsible” Corporations 


This type of corporation is said to 
have been used extensively in the mov- 
ing picture and construction industries. 
In the construction industry it worked 
something like this: 

A corporation erected an apartment 
house, a “taxpayer” or a number of 
small dwellings, which upon comple- 
tion is salable at a profit over cost. To 
avoid the double tax upon this “profit” 
—to the corporation and then to the 
stockholder — the corporation “col- 
lapsed”, that is, it distributed its prop- 
erty in liquidation to its stockholders 
before the sale, thus avoiding any tax 
to the corporation. The stockholders 
received the property at its fair market 
value and paid a capital gain tax on 
the appreciation in value of the prop- 
erty. 


Aim and Provisions of 
Section 117(m) 


Section 117(m) was adopted to end 
this practice by taxing the value added 
to the property by the efforts of the 
corporation. Under this section, gain 
from the sale of stock of, or from any 
distribution to its stockholders by a 
collapsible corporation, prior to the 
receipt by the corporation of the gain 
on its property, is to be treated as ordi- 
nary income by the recipient instead 
of a capital gain. 

Section 117(m) provides that a col- 
lapsible corporation is one formed or 
availed of principally for the manufac- 
ture, construction, or production of 
property, or for the holding of stock 
in a corporation so formed or availed 
of, with a view to (1) sale of the stock 
of its shareholders, or distribution to 


£951 











of Operative Builders 


its shareholders, prior to the realization 
by the corporation manufacturing 
(constructing, producing) property, of 
a substantial part of the net income to 
be derived from such property and (2) 
realization by the shareholders of gain 
attributable to the property. 

It should be noted that the section 
applies to corporations manufacturing, 
constructing or producting property ; it 
does not apply to corporations owning 
land which has not been developed, or 


‘to corporations who acquired their 


property by purchase and did not alter 
or improve it. Also noteworthy is the 
fact that the stockholder must have a 
gain before this section applies to him. 
If he acquired his stock in a collapsible 
corporation by purchase from another 
stockholder, apparently distributions 
from the corporation could be made to 
him until he had realized his cost with- 
out suffering from the effects of this 
provision. 


Limitations in Section 117(m) 


The section contains three limita- 
tions on its own application: 

(1) It does not apply to sharehold- 
ers owning (or considered as owning ) 
10% or less of the stock. This of 
course is not a usual situation. (2) It 
does not apply if 30% or more of the 
total gain to be realized from the cor- 
poration’s liquidation is attributable to 
property other than that constructed by 
the corporation. The following will il- 
lustrate this limitation. A corporation 
owns property acquired by it 5 years 
ago which has appreciated in value 
$35,000.00. It also owns property re- 
cently constructed by it which has ap- 
preciated in value $65,000.00. On a 
liquidation there is a total gain of 
$100,000.00. Since over 30% of the 
total amount to be realized is attribu- 
table to the old property no part of 
the gain is subject to Section 117(m). 
(3) The section does not apply if profit 
is realized more than 3 years following 
the “completion” of the property. 

Since this section covers many dis- 
tributions from a collapsible corpora- 
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tion, it would be applicable to the usual 
“O08” situation. Therefore it will be 
necessary to wait until 3 years have 
passed from. the completion of the 
property if the section is to be avoided. 

Circumvention of Section 117(m) 
by tax free exchanges or otherwise is 
prohibited by other provisions of this 
section. 


Liquidation in 1951 under 
Section 112(b)(7) 

With the advent of higher corporate 
tax, and particularly the excess profits 
tax, added attention should be given 
to the advisability of corporate liqui- 
dations. In 1951 corporate liquidations 
may be made under either Section 
115(c) or under the new Section 
112(b)(7). Liquidation under Section 
115(c) will ordinarly permit distribu- 
tion of the net assets of a corporation 
at their fair market value with conse- 
quent capital gain or loss to the stock- 
holder. 

The new Section 112(b) (7) permits 
liquidation of a corporation without 
paying any tax on the appreciated 
value of the property liquidated. How- 
ever, unless carefully considered this 
section may constitute a trap, in that 
the corporation’s earned surplus must 
be taken in as ordinary income. If 
there is cash (or securities acquired by 
the corporation after August 15, 1950) 
available in excess of the earned sur- 
plus it will constitute capital gain to 
the stockholder. 


The tax basis of the property ac- 
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quired by the stockholder on liquida- 
tion is the same as the basis of the 
stock which is cancelled or redeemed, 
plus the total amount of gain recognized 
and less the amount of cash received. 

Under what section to liquidate in 
1951 —115(c) or 112(b)(7) — will 
generally be a matter of fairly simple 
calculation. If the corporation has a 
large appreciation in market value with 
a small earned surplus it would gener- 
ally be preferable to liquidate under 
Section 112(b) (7). On the other hand 
if there is a small appreciation and a 
comparatively large earned surplus, 
Section 115(¢) may be preferable. 

It should be observed that the elec- 
tion to liquidate under Section 112(b) 
(7) only postpones the tax if there will 
be an ultimate sale of the property. It 
does not eliminate the tax. Therefore 
one should consider the possibility that 
the property in the hands of certain 
shareholders may be deemed “‘not a 
capital asset’ and if they take over the 
property on liquidation without being 
required to pay a tax for the appreci- 
ated value, they may subsequently sell 
property which will give rise to “ordin- 
ary” income instead of capital gain. 
If this is likely, it may be preferable to 
make a liquidating distribution under 
Section 115(c), paying tax at the capi- 
tal gains rate. 

The collapsible corporation may be 
liquidated under Section 112(b) (7) 
just as any other corporation. There 
may be no gain then recognized on the 
appreciated value of the property if it 
meets the tests of the section. 


September 





























OFFICTAL DECISIONS and RELEASES 

















Ciirrorp W. 


the law, 
tice of the Law of the Ramsey 
etc., Respondents, 


County 
35317 vs. 


James L. Conway, Appellant. 


Syllabus 


1. A proceeding to adjudge a person in 
contempt of court for the unauthorized prac- 
tice of law—whether such unauthorized prac- 
tice occurred within or outside the presence 
of the court—is punitive and criminal in its 
nature and is primarily brought in the public 
interest to vindicate the authority of the court 
and to deter other like derelictions. 

2. A conviction for a criminal contempt, 
as distinguished from a civil contempt, is 
not appealable, but must be reviewed by 
certiorari. 

3. The district court has jurisdiction to 
enjoin the unauthorized practice of law, 
whether such practice takes place within or 
outside the presence of the court, and such 
jurisdiction is not destroyed by the criminal- 
ity of the defendant’s misconduct. 

4. A justiciable issue may arise although 
the purported acts of unauthorized practice 
of law were intentionally performed by de- 
fendant upon the mistaken assumption that 
he was then advising a bona fide taxpayer 
and was preparing for him a tax return for 
use in reporting an actual taxpayer’s income. 

5. The purpose for which lawyers are 
licensed as the exclusive occupants of their 
field is to protect the public from the intoler- 
able evils which are brought upon people by 
those who assume to practice law without 
having the proper qualifications. 

_ 6. The law practice franchise or privilege 
is based upon the threefold requirements of 
ability, character, and responsible supervision. 

7. A layman’s legal service activities are 
the practice of law unless they are incidental 
to his regular calling; but the mere fact that 
they are incidental is by no means decisive. 

8. Generally speaking, whenever, as inci- 
dental to another transaction or calling, a lay- 
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man, as part of his regular course of conduct, 
resolves legal questions for another—at the 
latter’s request and for a consideration—by 
giving him advice or by taking action for 
and in his behalf, he is practicing law if diffi- 
cult or doubtful legal questions are involved 
which, to safeguard the public, reasonably 
demand the application of a trained legal 
mind. 


9. What is a difficult or doubtful question 
of law is not to be measured by the compre- 
hension of a trained legal mind, but by the 
understanding thereof which is possessed by 
a reasonably intelligent layman who is rea- 
sonably familiar with similar transactions. 


10. In restraining laymen from improper 
activity, the difficult question of law criterion 
is to be applied in a common-sense way 
which will protect primarily the interest of 
the public and not hamper or burden that in- 
terest with impractical and technical restric- 
tions which have no reasonable justification. 


11. When an accountant or other layman 
who is employed to prepare an income tax 
return is faced with difficult or doubtful ques- 
tions of the interpretation or application of 
statutes, administrative regulations and rul- 
ings, court decisions, or general law, it is his 
duty to leave the determination of such ques- 
tions to a lawyer. 

12. The work of an accountant disassoci- 
ated from the resolving of difficult or doubt- 
ful questions of law is not law practice. 

13. Although the preparation of the in- 
come tax return was not of itself the practice 
of law, defendant herein, incidental to such 
preparation, resolved certain difficult legal 
questions which, taken as a whole, constituted 
the practice of law. 

14. A layman, whether he is or is not an 
accountant, may not hold himself out to the 
public as a tax consultant or a tax expert, 
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or describe himself by any similar phrase 
which implies that he has a knowledge of 
tax law. 


Affirmed. 


Opinion 
Matson, Justice 


Defendant appeals from an order denying 
his motion for a new trial. 

This action, to have the defendant perpetu- 
ally enjoined from further engaging in the 
unauthorized practice of law and to have him 
adjudged in contempt of court therefor, was 
brought by the plaintiffs! in their own behalf 
as licensed lawyers and in a representative 
capacity in behalf of every other licensed 
lawyer in Minnesota, as well as in behalf of 
the courts and the public.2 

Defendant, who is possessed of only a 
grade-school education, has never been ad- 
mitted to the practice of law in Minnesota or 
elsewhere. During a two-year period immedi- 
ately prior to the time of trial, he followed 
the occupation of a public accountant. Prior 
thereto, he served for three years as a United 
States deputy collector of internal revenue. 
Before that, he had worked for six years as 
the credit manager of a hardware company, 
about five years as the operator of a collec- 
tion agency, and for four years as an insur- 
ance solicitor and risk inspector. 

At and prior to the time with which we 
are concerned, defendant held himself out to 
the public by newspaper advertisements and 
by other advertising media as an “Income 
Tax Expert”, duly qualified to give advice, 
aid, and assistance to the public generally in 
the discharge of a taxpayer’s duty to make 
accurate returns of income to the federal 
government. Defendant alleges that he is 
thoroughly familiar with income tax rules 
and regulations. He has used a business card 
on which he describes himself as a “Tax 
Consultant” and prominently calls attention 
thereon to the fact that he was a former 
deputy collector of internal revenue. 

On or about March 4, 1948, Cecil G. Ger- 
main, a private investigator employed by 
plaintiffs to obtain information as to whether 
defendant was engaged in the practice of law, 
went to the office of defendant under the 
assumed name and identity of an alleged tax- 
payer, George Heinl. Germain, as George 
Heinl, informed defendant that he operated a 
truck farm, that he had come to have his in- 
come tax return prepared, and that he needed 
help with certain questions. For a cash con- 
sideration, defendant prepared the income tax 
return and gave Germain professional advice 
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for the determination of the following ques- 
tions: 


(a) Whether the taxpayer, who himself 
had exclusive control of the operation of 
the truck farm, was in partnership with his 
wife, who had contributed one-half of the 
purchase price, who helped with the work, 
and who received one-half the profits. 

(b) Whether the taxpayer was entitled 
to claim his wife as an exemption, since 
he had never been ceremonially married, 
though maintaining a common-law mar- 
riage status. 

(c) Whether the taxpayer should file 
his separate return and advise his so-called 
common-law wife to file a separate return. 

(d) Whether certain money expended on 
improvements of buildings on the truck 
farm was deductible from his earnings. 

(e) Whether a certain produce loss sus- 
tained by frost and subsequent flood was a 
deductible item. 


fundamental issue of 
whether defendant’s activities constituted the 
unauthorized practice of law, we are con- 
cerned with these procedural issues: 


(1) Does the district court have the 
power to adjudge defendant in contempt of 
court and to punish him for the unauthor- 
ized practice of law? 


(2) Does the district court have juris- 
diction to enjoin the unauthorized practice 
of law where defendant’s acts of purported 
law practice did not involve any act or 
appearance before said court? 


Aside from the 


(3) Isa justiciable issue presented when 
the evidentiary base of an action to enjoin 
the unauthorized practice of law consists 
primarily of professional acts of advice and 
service which were furnished for a con- 
sideration to a person who was not a bona 
fide taxpayer, upon a fabricated and 
hypothetical state of facts, and in connec- 
tion with the preparation of an income tax 
be 


return which was never intended to 
filed ? 
1-2. We shall dispose of the procedural 


matters first. A proceeding to adjudge a 
person in contempt of court for the unau- 
thorized practice of law—whether such un- 
authorized practice occurred within or out- 
side the presence of the court—is punitive 
and criminal in its nature and is primarily 
brought in the public interest to vindicate the 
authority of the court and to deter other like 
derelictions. In re Frederick Bugasch, Inc. 
12 N.J. Misc. 788, 175 A. 110; State ex rel. 


1 Plaintiffs are the members of a committee on the unauthorized and illegal practice of law, which is 


a subcommittee 


2 As amici curiae the following organizations have filed briefs with the court; 


of Public 
Accountants, 
Association. 
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Accountants, National Society of Public 


American Institute of Accountants, 


Minnesota State Bar 


of the Committee on Practice of Law of the Ramsey County Bar Association. 


Minnesota Association 
Minnesota Society of Certified Public 
Association, and the American Bar 


Accountants, 
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we 3 Bar Assn. v. Fletcher Trust_Co. 
211 Ind. 27, 5 N.E. (2d) 538; Dangel, Con- 
tempt, National Lawyers Manual (1939), 
S S 353, 436; 7 C. J. S., Attorney and Client, 

S. l6c. pads a prosecution for the un- 
a cial practice of law, as an offense 
against society, inures incidentally to the in- 
dividual benefit of properly licensed lawyers, 
the criminal nature of the proceeding is un- 
affected. In re Frederick Bugasch, Inc. 
supra; see, Root v. MacDonald, 260 Mass. 
344, 367, 157 N. E. 684, 692.3 Defendant, 
contending that the supreme court of Minne- 
sota has the sole and exclusive jurisdiction 
of adjudge a person in contempt for the un- 
authorized practice of law, asks us upon this 
appeal to determine whether the district 
court had the power to adjudge him in con- 
tempt. This we cannot do. We have repeat- 
edly held that a conviction for a criminal 
contempt, as distinguished from a civil con- 
tempt, is not appealable, must be reviewed 
by certiorari. Swift & Co. v. United Packing 
House Workers, 228 Minn. 7 a 7 NW. 
(2d) 831, and cases cited therein.4 


3. The district court has jurisdiction to 
enjoin the unauthorized practice of law, 
whether such practice takes place within or 
outside the presence of the court, and such 
jurisdiction is not destroyed by the criminal- 
ity of the defendant’s misconduct. The crimi- 
nal nature of unauthorized practice neither 
gives nor ousts jurisdiction in chancery. 
Fitchette v. Taylor, 191 Minn. 582, 254 N. W. 
910, 94 A.L.R. 356; Cowern v. Nelson, 207 
Minn. 642, 290 N.W. 795; see, Miller v. 
Minneapolis Underwriters Assn. Inc. 226 
Minn. 367, 371, 33 N.W. (2d) 48, 51; M.S.A. 
481.02. 

4. Does a justiciable issue arise when the 
purported acts of unauthorized practice of 
law were intentionally performed by de- 
fendant upon the mistaken assumption that he 
was then advising a bona fide taxpayer and 
was preparing for him a tax return for use 
in reporting an actual taxpayer’s income? 
Defendant’s intentional acts were performed 
when plaintiffs’ private investigator provided 
the occasion and the opportunity for such 
performance by calling at defendant’s office 
under an assumed name with a purely ficti- 
tious and hypothetical state of facts. Al- 
though such investigator employed defend- 
ant’s services for the sole purpose of obtaining 
evidentiary information as to the nature of 
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defendant’s regular activities, defendant did 
intentionally give his advice in the same man- 
ner as if a bona fide taxpayer had actually 
appeared. The fact that the income tax return 
was based upon fictitious facts and figures is 
not of itself a defense. Frequently decoy 
letters and other fictional devices have been 
employed in law enforcement cases, not to in- 
duce the commission of an unlawful act, but 
to secure information as to whether unlawful 
acts had been and were being committed. 
United States v. Lindenfeld (2 Cir.) 142 
P(2d) 829. Defendant here assumes that 
because the tax return which he prepared was 
not authentic he could not have committed 
any offense. He is mistaken. The leading 
case upon this point is Grimm v. United 
States, 156 U. S. 604, 609, 15 S. Ct. 470, 
472, 39 L. ed. 550, 552, where the court said: 


“* & * it is insisted that the conviction 
cannot be sustained, because the letters of 
the defendant were deposited in the mails 
at the instance of the government, and 
through the solicitation of-one of its 
officers ; that they were directed and mailed 
to fictitious persons; that no intent can be 
imputed to defendant to convey information 
to other than the persons named in the let- 
ters sent by him, and that as they were 
fictitious persons there could in law be no 
intent to give information to any one. * * *” 


“* * * The mere facts that the letters 
were written under an assumed name, and 
that he was a government official—a de- 
tective, he may be called—do not of them- 
selves constitute a defense to the crime 
actually committed. The official, suspecting 
that the defendant was engaged in a busi- 
ness offensive to good morals, sought in- 
formation directly from him, and the de- 
fendant, responding thereto, violated a law 
of the United States by using the mails to 
convey such information, and he cannot 
plead in defense that he would not have 
violated the law if inquiry had not been 
made of him by such government official.” 


This court followed the Grimm case in State 
v. Gibbs, 109 Minn. 247, 123 N. W. 810. 
When the investigator called at defendant’s 
office he did not thereby induce or originate 
defendant’s intent to perform the alleged acts 
of unauthorized practice, but merely provided 


As to the distinction between a contempt proceeding, even though its object and result are wholly 
PN Si and an ordinary criminal proceeding, see Root v. MacDonald, 260 Mass. 344, 356, 157 N.E. 684, 
691; Dangel, Contempt, National Lawyers’ Manual (1939) S 161 

As to contempt age generally for the unauthorized practice of law, see Bump v. District 


Court, 232 Iowa 623, 5 N.W. (2d) 914; State ex rel. 


ex rel. Johnson v. Childe, N47 Neb. 527, 23 N.W 


Peoples Stock Yards State Bank, 344 Til. 462, 176 N.E. 
12 N.J. Misc. 788, 175 A. 110; Matter of New York 
78 N.Y.S. (2d) 209, affirmed, 299 N. Y. 728, 87 N.E. 


551, 198 N.E. 681; In re Frederick Bugasch Inc. 
County Lawyers Assn. (Bercu) 273 App. Div. 524, 


W right v. Barlow, 131 Neb. 294, 268 N.W. 95; State 
2d) 720; People ex rel. Illinois State Bar Assn. v. 


901; People v. Securities Discount Corp., 361 II. 


(2) 451; State ex rel. ee Bar Assn. v. Fletcher Trust Co. 211 Ind. 27, 5 N.E. (2d) 538; In re 
Morse, 98 Vt. 85, 126 A. 550, 36 A.L.R. 527, with Annotation at p. 533; Rhode Island Bar Assn. v. Auto- 
mobile Service Assn. 55 R. , 122, 179 A. 139, 100 A.L.R. 226, with Annotation at p. 236; In re McCallum, 
186 Wash. 312, 57 P. (2d) 1259; Appeal of Cichon, 227 Wis. 62, 278 N.W. 1. 


£951 


631 








the opportunity for defendant to exercise the 
intent which he already possessed.5 


An actual intent by defendant to hold him- 
self out to the public as willing to do and as 
customarily and regularly doing the acts 
which are here alleged to constitute the 
unauthorized practice of law is the very basis 
of these proceedings. In view of the eviden- 
tiary establishment of his intent and his regu- 
lar doing of such acts, does it follow that no 
justiciable issue is presented simply because 
the evidence was obtained by the device of 
a fictitious tax return and a purely hypo- 
thetical issue, we have an actual, genuine, 
and live controversy as to whether defend- 
ant is guilty of the unauthorized practice 
of law. We are not concerned with some 
contingent or threatened event which may 
never occur. We are dealing with acts of 
alleged unlawful practice which have oc- 
curred. Furthermore, a controversy is not 
moot where, as here, the judgment of the 
court will have a swift and definite impact 
upon defendant by forever enjoining him 
from giving regular advice and service in 
connection with the preparation of income 
tax returns. 


Was defendant, however, practicing law 
Rat as a preliminary to and as part of his 
preparation of an income tax return, he ad- 
vised the purported taxpayer as to whether 
he had acquired a partnership status, a 
valid marriage for exemption purposes, 
whether he should file a joint return with 
a woman to whom he had never been ceremo- 
nially married, and whether certain building 
and truck farm improvements, as well as 
certain losses sustained by frost and subse- 
quent flood, were deductible items ? 

Much of what is law practice is conducted 
outside the courtroom, and as to that field 
of activity we have said: 

“* * * The line between what is and 
what is not the practice of law cannot be 
drawn with precision. Lawyers should be 
the first to recognize that between the two 
there is a region wherein much of what 
lawyers do every day in their practice may 
also be done by others without wrongful 
invasion of the lawyers’ field.” Cowern 
v. Nelson, 207 Minn. 642, 646, 290 N.W. 
795, 797. 


Although it is difficult to draw any precise 
dividing line, the task is ours to find some 
criterion for distinguishing that which is 
from that which is not law practice. The 
nica of any practical criterion, as 

U tea States v. 
1007: Fiunkin v. United States (9 Cir.) 265 F. 


v. United States, 287 U.S. 435, 53 S. Ct. 210, 
N.E. 671 
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Lindenfeld (2 Cir.) 142 (2d) 829; United States v. 
1; Rothman v. 
17 tas 





7] 


well as its subsequent application, must he 
closely related to the purpose for which 
lawyers are licensed as the exclusive occu- 
pants of their field. That purpose is to pro- 
tect the public from the intolerable evils 
which are brought upon people by those who 
assume to practice law without having the 
proper qualifications. See 29 Mich. L. Rey. 


989. The need for public protection is not 
of new origin. As early as 1292,6 the prob- 
lem was recognized when Edward I, by 


royal ordinance, limited the number of attor- 
neys and directed his justices “to provide 
for every county a sufficient number ot attor- 
neys and apprentices from among the best, 
the most lawful and the most teachable, so 
that king and people might be well served.” 
(Italics supplied.) 1 Pollock and Maitland, 
History of English Law, p. 194. See, Herbert, 
Antiquites of the Inns of Court and Chan- 
cery, pp. 166, 167. The limitation and selection 
of lawyers, without strict regulation, proved 
inadequate. 

“* * * The evil finally became so great 
that in the year 1402 Parliament this time 
took cognizance of it and enacted the now 
famous statute, 4 Henry IV, Ch. 18, which 
provided that all attorneys should be ex- 
amined by the justices, and in their discre- 
tion, only those found to be good and 
virtuous, and of good fame, learned and 
sworn to do their duty, be allowed to be 
put upon the roll and all others put out.” 
Rhole Island Bar Assn. v. Automobile 
Service Assn. 55 R. I. 122, 133, 179A, 139, 
144, 100 A. L. R. 226. 


These early English statutes illustrate that a 
licensed bar subject to the supervision of the 
courts originated with a public demand for 
the exclusion of those who assumed to prac- 
tice without being qualified therefor. 


6. The protection of the public, as the 
purpose of confining law practice to a licensed 
bar, ancient as it is in its origin, is of vital 
importance today. See, In re Estate of 
Peterson, 230 Minn. 478, 42 N. W. (2d) 59; 
Cowern v. Nelson, 207 Minn. 642, 290 N. W. 
795; M A. 481.02. Any criterion for dis- 
tinguishing law practice from that which 
belongs to other fields can be properly geared 
to the public welfare only if we keep in mind 
the manner in which the licensing of lawyers 
serves its purpose. The law practice fran- 
chise or privilege is based upon the threefold 
requirements of ability, character, and re- 
sponsible supervision. The public welfare is 
safeguarded not merely by limiting law prac- 
tice to individuals who are possessed of the 

Becker (2 Cir.) 62 F. (2 
United States (2 Cir.) 270 F. 31; eT 


ed. 413; see, People v. Alfani, 227 N.Y. 334 


® What is probably the first Anglo-Saxon statute regulating the practice of the law was passed in 127 


as the Statute of Westminister, the First, 
lawyer, however, began to appear in 
Law;—Business or Profession (1924) pp. 84-86. 
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requisi te ability and character, but also by 
the _ ‘ther requirement that such practition- 
ers shall thenceforth be officers of the court 
and subject to its supervision. See, 40 Dick- 
inson L. Rev. 225, 229. In consequence, 
lawyers are not merely bound by a high code 
of professional ethics, but as officers of the 
court they are subject to its inherent super- 
visory jurisdiction, which embraces the power 
to remove from the profession those practi- 
tioners who are unfaithful or incompetent 
in the discharge of their trust. In re Disbar- 
ment or Itharmar Tracy, 197 Minn. 35, 266 
N. W. 88, 267 N. W. 142; see, a ae the 
Justices, 289 Mass. 607, 194 N. E. 313. This 
is in itself an important reason why law 
practice should be confined to members of the 
bar. Protection of the public is set at naught 
if laymen who are not subject to court super- 
vision are permitted to practice law. Although 
professional standards for safeguarding the 
public interest must be sufficiently flexible to 
allow for adapt ition to changes in conditions, 
they must in any event be of such stability 
and permanence as to protect the individual 
practitioner in the enjoyment of his profes- 
sional franchise; otherwise men of ability 
and character will find no inducement to 
undergo the years of training necessary to 
qualify them as lawyers. This prinicple, as a 
part of the public weal, is applicable to any 
profession which demands of its members 
high skill and proficiency based upon years 
of intensive preparatory training. State v. 
Bailey Dental Co. 211 Iowa 781, 234 N. W. 
260; 5 Fordham L. Rev. 207. 


7. If we bear in mind that any choice of 
criterion must find its ultimate justification 
in the interest of the public and not in that 
of advantage for either lawyer or nonlawyer, 
we soon cease to look for an answer in any 
rule of thumb such as that based upon a 
distinction between the incidental and the 
primary. See, People v. Title Guarantee & 
Trust Co. 71 App. D. C. 72,107 F (2d) 271. 
Any rule which holds that a layman who 
prepares legal papers or furnishes other serv- 
ices of a legal nature is not practicing law 
when such services are incidental to another 
business or profession completely ignores the 
public welfare. A service performed by one 
individual for another, even though it be in- 
cidental to some other occupation, may entail 
a difficult question of law which requires a 
Papen ta by a trained legal mind. See, 

3 Minn. L. Rev. 445. Are we to say that a 
re a estate broker who examines an abstract 
of title and furnishes an opinion thereon may 
not be held to practice law merely because 
the examination of a title is ancillary to a 
sale and purchase of real estate? Can we say 
that a lawyer employed to bring a suit for 
damages for personal injuries is competent 
to diagnose the nature of his client’s in- 
juries and that he is not practicing medicine 
merely because such diagnosis is incidental 
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to a proper presentation of his client’s case? 
The drawing of a simple instrument or the 
application of an elementary legal principle 
is one thing in the incidental classitication, 
but it is wholly another when such incidental 
act or service requires professional skill. The 
incidental test has no value except in the 
negative sense that if the furnishing of the 
legal service is the primary business of the 
actor such activity is the practice of law, 
even though such service is of an elementary 
nature. In other words, a layman's legal 
service activities are the practice of law un- 
less they are incidental to his regular calling ; 
but the mere fact that they are incidental 
is by no means decisive. In a positive sense, 
the incidental test ignores the interest of the 
public as the controlling determinant. 

8-9. In rejecting the incidental test, it 
follows that the distinction between law 
practice and that which is not may be deter- 
mined only from a consider ation of the nature 
of the acts of service performed in each 
case. No difficulty arises where such serv- 
ice is the primary business of the actor. We 
then have law practice. Difficulty comes, 
however, when the service furnished is 
incidental to the performance of other serv- 
ice of a nonlegal character in the pursuit 
of another calling such as that of account- 
ing. In the field of income taxation, as in 
the instant case, we have an overlapping 
of both law and accounting. An accountant 
must adapt his accounting skill to the require- 
ments of tax law, and therefore he must have 
a workable knowledge of law as applied to 
his field. By the same token, a lawyer must 
have some understanding of accounting. In 
the income tax area, they occupy much 
common ground where the skills of both 
professions may be required and where it is 
difficult to draw a precise line to separate 
their respective functions. The public inter- 
est does not permit an obliteration of all 
lines of demarcation. We cannot escape real- 
ity by hiding behind a facade of nomencla- 
ture and assume that “taxation”, though 
composed of both law and accounting, is 
something sui generis and apart from the law. 
See, Matter of New York County Lawyers 
Assn. (Bercu) 273 App. Div. 524, 78 N.Y.S. 
(2d) 200, affirmed, 299 N.Y. 728, 87 N.E 
(2d) 451. If taxation is a hybrid of law and 
accounting, it does not follow that it is so 
wholly without the law that its legal activities 
may be pursued without proper qualifications 
and without court supervision. The interest of 
the public is not protected by the narow 
specialization of an individual who lacks the 
perspective and the orientation which comes 
only from a thorough knowledge and under- 
standing of basic legal concepts, of legal 
processes, and of the interrelation of the 
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law in all its branches.?7 Generally speak- 
ing, whenever, as incidental to another 
transaction or calling, a layman, as part of 
his regular course of conduct, resolves legal 
questions for another—at the latter’s request 
and for a consideration—by giving him ad- 
vice or by taking action for and in his be- 
half, he is practicing law if difficult or 
doubtful legal questions are involved which, 
to safeguard the public, reasonably demand 
the application of a trained legal mind. W hat 
difficult or doubtful question of law is 
not to be measured by the comprehension of 
a trained legal mind, but by the understand- 
ing thereof which is possessed by a reasonably 
intelligent layman who is reasonably famil- 
iar with similar transactions. A criterion 
which designates the determination of a diffi- 
cult or complex question of law as law prac- 
tice, and the application of an elementary 
or simple legal principle as not, may indeed 
be criticized for uncertainty if a rule of 
thumb is sought which can be applied with 
mechanical precision to all cases. Any rule 
of law which purports to reflect the needs 
of the public welfare in a changing society, 
by reason of its essential and inherent flexi- 
bility, will, however, be as variable in opera- 
tion as the particular facts to which it is 
applied. 


10-11-12. In restraining laymen from im- 
proper activity, the difficult question of law 
criterion is to be applied in a common-sense 
way which will protect primarily the interest 
of the public and not hamper or burden that 
interest with impractical and technical re- 
strictions which have no reasonable justifi- 
cation. Cowern vy. Nelson, 207 Minn. 642, 290 
N. W. 795. We are therefore not concerned 
with a technical application which would 
ban the giving of any and all legal advice 
or the taking of any and all action for 
another. Whether a difficult or doubtful! 
question of law is resolved by the giving of 
advice to, or the doing of an act for, another 
must in each case depend upon the nature 
of the problem involved. As ancillary to the 
closing of a real estate transaction, a real 
estate broker may draw the ordinary instru- 
ments of conveyance. Cowern v. Nelson, 
supra. No layman, however, except when dire 
emergency prevents the calling of a lawyer, 
may draw another’s will. In re Estate of 
Peterson, 230 Minn. 478, 42 N. W. (2d) 
59; M. S. A. 481.02. As applied to the prepa- 
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ration of income tax returns, it has been 
well said: 

“ * * * Federal income taxation is 
founded on statute, elaborated and inter- 
preted by administrative regulations and 
rulings, and construed by court decisions. 
Matters in this field, as in other statutory 
subjects, will at times involve difficult 
questions of interpretation of statute or 
court decision, and the validity of regul 1- 
tions or statute; they will also involve 
doubtful questions of nontax law on which 
the tax issues may depend, and questions 
of liability for criminal or civil penalties 
or of statutes of limitation or of liability 
as transferee for the taxes of another. 
Such questions, in general, are the kind 
for which lawyers are equipped by training 
and practice.”9 


When an accountant or other layman who 
is employed to prepare an income tax return 
is faced with difficult or doubtful questions 
of the interpretation or application of statutes, 
administrative regulations and rulings, court 
decisions, or general law, it is his duty to 
leave the determination of such questions to 
a lawyer. In so holding that the determination 
of difficult or doubtful questions is the prac- 
tice law, it does not follow that the entire 
income tax field has been preempted by 
lawyers to the exclusion of accountants. The 
work of an accountant disassociated from the 
resolving of difficult or doubtful questions 
of law is not law practice. See, Opinion of 
the Justices, 289 Mass. 607, 615, 194 N. E. 
313, 318. In the determination of income— 
the subject of taxation—difficult accounting 
problems may arise by presenting— 

“such aspects as inventory pricing methods 

(last-in-first-out, first-in-first-out, retail 

method, cost determination, actual costs, 

standard costs, cost in process merchandise, 
market price valuation, etc.), accrual and 
installment accounting, carryover and car- 
ryback of net operating losses, depreciation, 
depletion and corporate distributions. The 
taxation of such income may involve such 
concepts as consolidated returns, taxable 
vears of less than twelve months, invested 
capital, etc. All of these are concepts of 
accounting,* * *,” 36 Iowa L. Rev. 227, 229. 


Where difficult accounting questions arise, 
the careful lawyer will naturally advise his 


The shortcomings of a narrow specialization is well illustrated by the service given by the respondent 
) 


of New York County 
28, 87 N.E. 


to his client in Matter 
209, affirmed, 299 N.Y. 7 (2d) 451. 
173 F. (2d) 339, 
business and owned more 
(26 USCA, S 117 (j)), 
farmers millions of dollars in income taxes. 

8 “Giving any legal advice 
open until Christmas’ on a package. ‘Any 


wherein the 


Lawyers 
On the other hand, the Vi 
ing in the income tax field was demonstrated by two Minnesota lawyers in 
court held that sales of 
than six months were entitled under 
to be treated as sales of capital assets. 
See, 35 Iowa L. 
would include telling a man whether it is lawful to write 
action taken for others in any matter 


Assn. (Bercu) 273 App. Div. 524, 78 N.Y.S. (2d 
alue of a well-rounded legal train- 
Albright v. United States (8 Cir.) 
and breeding animals used in a farmer’s 
S 117 (j) of the Internal Revenue Code 

It has been said that this decision has saved 
Rev. 49. 


all dairy 


‘Please do not 
’ 
connected with the law 


would include parking a man’s automobile for him parallel to the curb not over six inches from it.’ 19 


Journal 652. 
Maurice Austin, 
36 Iowa L. Rev. 227, 22 


American Bar Assn. 
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client to enlist the aid of an accountant. In 
the income tax field, the lawyer and the ac- 
countant each has a function to perform in 
the interest of the public.16 

13. In the instant case, the evidence sus- 
tains the trial court’s findings and conclusions 
that defendant was engaged in the practice 
of law. For a consideration, and as part of 
his regular income tax work, defendant ad- 
vised and determined for the taxpayer 
whether the latter had attained the status of 
a lawful marriage with a woman with whom 
he had been living but to whom he had never 
been ceremonially married. He further gave 
advice as to whether such taxpayer and his 
consort should file separate or joint returns. 
The purported taxpayer was likewise un- 
certain as to whether he occupied the status 
of a partner with his so-called common-law 
wife in the operation of a truck farm, over 
which he himself exercised exclusive control 
but in which the latter shared equally in 
the labor, investment, and profit. This ques- 
tion, the answer to which obviously required 
legal training, he also resolved. We do not 
here have the case of a taxpayer whose legal 
status was established or known _ before- 
hand. In addition, defendant gave advice as 
to the deductions which the taxpayer might 
claim for certain farm improvements and for 


’ See, 1 Catholic University of America L. Rev. 
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certain produce loss by frost and subsequent 
flood. Although the preparation of the in- 
come tax return was not of itself the practice 
of law, defendant, incidental to such prepa- 
ration, resolved certain difficult legal ques- 
tions which, taken as a whole, constituted the 
practice of law. 


14. In further confirmation of the con- 
clusion that defendant was practicing law, 
the evidence establishes that he advertised 
and held himself out as a “Tax Consultant”, 
which by reasonable implication advised the 
public that he was competent to give legal 
advise on the law of taxation. A layman, 
whether he is or is not an accountant, may 
not hold himself out to the public as a tax 
consultant or a tax expert, or describe him- 
self by any similar phrase which implies 
that he has a knowledze of tax law. It 
should be noted that lawyers, by the canons 
of ethics of the American Bar Association 
and the opinions thereto pertaining, are like- 
wise prohibited from advertising any spe- 
cial branch of law practice. Canons of 
Professional and Judicial Ethics, American 
Bar Association, Canons 27 and 45, and see 
Opinion 260. 


The order of the trial court is affirmed. 
Affirmed. 
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Issued by the 
CoM MITTEE ON ACCOUNTING PROCEDURE, 
AMERICAN INSTITUTE OF ACCOUNTANTS, 
270 Madison Avenue, New York 16, N. Y. 


Copyright 1951 by American Institute of Accountants 
July, 1951 No.13 
(Addendum) 


Limitation of Scope of Special 
War Reserves 

1. In January, 1942, the committee on ac- 
counting procedure issued Accounting Re- 
search Bulletin No. 13, Accounting for 
Special Reserves Arising Out of the War. 
In October, 1946, it issued Bulletin No. 26 
concerning the accounting for the use of these 
special war reserves. 
_ 2. The committee is of the opinion that, 
in the light of subsequent developments of 
accounting procedures, these bulletins should 
no longer be relied upon as a basis for the 
establishment and use of reserves. 


_The statement entitled “L imitation of 
Scope of Special War Reserves” (No. 


DOS 7 


13-Addendum) was unanimously adopted 
by the twenty-one members of the com- 
mittee. 


July, 1951 No. 26 

(Addendum) 

Limitation of Scope of Special 
War Reserves 


1. In January, 1942, the committee on 
accounting procedure issued Accounting Re- 
search Bulletin No. 13, Accounting for 
Special Reserves Arising Out of the War. 
In October, 1946, it issued Bulletin No. 26 
concerning the accounting for the use of these 
special war reserves. 

2. The committee is of the opinion that, i 
the light of subsequent developments of ac- 
counting procedures, these bulletins should 
no longer be relied upon as a basis for the 
establishment and use of reserves. 

The statement entitled Meeps of 
Scope of Special War Reserves” (No. 
26-Addendum) was unanimously ‘lane 
by the twenty-one members of the com- 
mittee. 
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July, 1951 


Presentation of Income and 
Earned Surplus 


(Supplement to Bulletin No. 35) 


1. In part (c) of paragraph 2 of 
ing Research Bulletin No. 35, issued in 
October, 1948, the committee recommended 
that extraordinary items omitted from the 
determination of net income pursuant to 
Accounting Research Bulletin No. 32 should 
be displayed in the surplus statement* and 
not as deductions from or additions to the 
item of net income in the income statement. 
In its revised Regulation S-X issued in 
December, 1950, the Securities and Exchange 
Commission made provision in item 17 of 
Rule 5-03 for the addition to or deduction 


No. 41 


Account- 


from net income or loss, at the bottom of 
the income statements filed with the Com- 
mission, of items of profit and loss given 


recognition in the accounts during the period 
and not included in the determination of net 
income or 


2. The committee’s purpose in issuing 
3ulletin No. 35 was to prevent misconceptions 
whether the earnings for the period 
were the amounts designated as net income 
or were the final and often more prominent 
amounts shown on the income statements 
after the deduction or addition of items ex- 
cluded from the determination of net income. 
The committee believes this purpose will best 
be served if reports to stockholders continue 
to display such items in accordance with the 
recommendation contained in Bulletin No. 35. 
The change in Rule 5-03, however, does not 
affect the determination of the amount to be 
reported as net income or earnings for the 
year and, in the committee’s view, the addi- 
tions or deductions at the foot of the income 
statement after determination of net income 
are equivalent to direct credits or charges 
to earned surplus. The committee is, there- 
fore, of the opinion that either the forms of 
presentation recommended in Bulletin No. 35 
or the form required by Regulation S-X may 
be regarded as accepté ible, and that it is per- 


loss. 


as to 


In Bulletin No. 
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missible for a company to use one form in 
one statement and a different form in another 
like statement covering the same fiscal period. 


3. Where, in harmony with the provisions 
of Regulation S-X, additions to or deductions 
from net income are displayed at the bottom 
of the income statement, care should be taken 
that the figure of net income is clearly and 
unequivocally designated so as not to be con- 
fused with the final figure in the income 
statement. The caption of the final figure 
should be descriptive of what it represents, 
such as “net income and special items,” “net 
income and refund of 1945 excess profits 
taxes,” “net loss and special items,” or “profit 
on sale of subsidiary, less net loss.” Any 
representation of earnings for the year or of 
earnings per share should be based upon the 
amount designated as net income. 


4. Nothing herein should be interpreted as 
indicating any change in the committee's 
opinion that items mentioned in parts (a), 
(b), and (d) of paragraph 2 of Bulletin 
No. 35, consisting of charges and credits with 
respect to general purpose contingency re- 
serves, inventory reserves, excessive costs of 
fixed assets, and annual appropriations in 
contemplation of replacement of productive 
facilities at higher price levels, should be dis- 
played as charges or credits in the surplus 
statement and ‘should not be shown in the 
income statement. 


The statement entitled “Presentation 
of Income and Earned Surplus (Supple- 
ment to Bulletin No. 35)” was adopted 
by the assenting votes of the twenty-one 
members of the committee, of whom one, 
Mr. Wellington, assented with qualifica- 
tion. 


Mr. Wellington approves the use of the 
form of statement provided in Rule 5-03 of 
Regulation S-X in financial statements filed 
with the Securities and Exchange Commis- 
sion, but does not approve any departure in 
other financial statements from the recom- 
mendations in Bulletin No. 35. 


39 the committee published as an approved objective a recommendation of the sub- 


“surplus’’ he discontinued. 


The committee believes that further experimentation with substitutes for the term is desirable in financia 


statements prepared for the general public. 
“surplus’ 


bulletins are directed. 


However, 
’ in its bulletins as being a technical term that is weli understood among accountants to whom the 


the committee plans to continue to use the term 
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Conducted by BENJAMIN Harrow, C.P.A. 


Income from Writings—Capital 


Gain or Ordinary Income? 

A capital gain classification for in- 
come is most welcome in these years of 
high income taxes. Taxpayers keep 
searching for an elusive loophole that 
will enable them to classify income as 
something derived from the sale of a 
capital asset. In a recent case! a pro- 
fessor of mathematics derived income 
from a number of contracts with pub- 
lishers of his books on mathematical 
subjects. He contended that the manu- 
scripts he sold to the publishers were 
capital assets and, therefore, his income 
was capital gain. About one-half of the 
taxpayer’s income was derived from 
his publications. The Tax Court held 
that the manuscripts came within the 
exception of the definition of a capital 
asset in that they were property held 
primarily for sale to customers in the 
ordinary course of a trade or business 





BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 

of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society’s Com- 
mittee on Federal Taxation, and is 
Chairman of its Committee on State 
Taxation. He is also a member of 
the Institute’s Committee on Fed- 
eral Taxation. 
_ Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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and, therefore, the income was ordinary 
income and taxable as such. 

Several years ago Congress arbitrar- 
ily extended capital gain treatment to 
the sale of timber (Sec. 117 h). In the 
proposed Revenue Act of 1951, coal 
royalties are also given such treatment. 
New York has no similar provisions. 


Amendments to Delaware 

Franchise Tax Law 

Delaware is one of the favorite states 
in which to create corporations. It is 
therefore of interest to know that the 
1951 legislature amended the Delaware 
franchise tax law increasing franchise 
tax rates by 10%, and also increasing 
the maximum franchise tax. 


Gross Receipts Tax— 

Accounting Office 

A ruling favorable to the taxpayer, 
emanating from the Comptroller’s office 
of the City of New York, has just been 
handed down in a situation involving 
the taxability of receipts from personal 
services rendered by an accounting firm 
maintaining one office outside the state 
and another office in New York City: 

“Where professional services are per- 

formed in New York City by personnel di- 
rected, managed and controlled from the 
out-of-city office, the receipts from such 
services would be deemed attributable to 
the out-of-city office and may be excluded 
in their entirety from the measure of the 
tax. 

Heretofore, the maintenance of a 
New York City office made such re- 
ceipts taxable on an allocated basis. The 
ruling goes even further. It is held to 
be immaterial that the services per- 
formed in New York City are regular, 
extensive assignments or merely oc- 
casional jobs as long as the work is per- 


T.C., No. 179, June 29, 1951. 
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formed by personnel attached to the 
out-of-city office and directed and con- 
trolled from the out-of-city office. It is 
of no materiality that “the New York 
City office of the out-of-city account- 
ancy firm is maintained as a temporary 
field office or as a permanent branch 
office.” 

If the personnel are attached to the 
New York City office all the receipts 
would be includible in their entirety 
whether the services were rendered 
within or without the City of New 


York. 


Unemployment Insurance—Remun- 
eration of Principal Stockholders 
Chapter 792 of the Labor Law was 

recently enacted by the legislature to 
exclude from the unemployment insur- 
ance tax any compensation paid by a 
corporation to an employee who is a 
principal stockholder of the corpora- 
tion. A principal stockholder is defined 
as one who owns 25% or more of the 
capital stock. The amendment took 
effect April 1, 1951. Taxpayers should 
not overlook this provision in filing 
their reports this month for the second 
quarter of the year. 

A stockholder-employee who comes 
within the provision will likewise not 
be entitled to any benefits if he becomes 
unemployed. In determining whether 
a firm has four or more employees, the 
requirement for unemployment insur- 
ance coverage, a stockholder-employee 
is counted as one employee. 

While a corporation is thus relieved 
from the New York unemployment in- 
surance tax on a stockholder-employee, 
there will not be any over-all tax say- 
ings, since the corporation will be en- 
titled to a lower credit against the fed- 
eral excise tax on employees of eight 
or more individuals (due in January of 
each year), and thus will pay a higher 
tax to the federal government. 

Any unemployment insurance taxes 
that were paid on such employees for 
the April to June quarter of 1951 are 
subject to refund. 
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Estate Tax and Income Tax—Treat- 
ment of Administration Expenses 
Sec. 162 (e) of the Internal Revenue 

Code provides that administration ex- 

penses which constitute non-trade or 

non-business expenses allowable as de- 
ductions under Sec. 23 (a) (2) in de- 
termining the net income of an estate 
for federal income tax purposes, shall 
not be allowed as deductions for such 
purposes if they are claimed as deduc- 
tions under Sec. 802 (b) in determin- 
ing the net estate of a decedent for 
estate tax purposes. The purpose of 

Sec. 162 (e) was to prevent a double 

deduction. 

An estate made payments in 1949 
on account of administration expenses. 
On the income tax return for that year, 
it took no deductions for these ex- 
penses. In 1950, the estate made fur- 
ther payments of administration ex- 
penses. On the income tax return for 
1950, the estate wished to take a deduc- 
tion for the 1950 payments. On the 
estate tax return it wanted to deduct 
the 1949 payments in determining the 
net taxable estate. 

The Commissioner held that the 
estate could take a deduction on the 
1950 income tax return without forfeit- 
ing its right to deduct similar payments 
made in 1949 on the estate tax return. 
As long as there was no duplication of 
deductions on either return, the pur- 
pose of Sec. 162 (e) was satisfied. 

An executor may thus space pay- 
ments of administration expenses to 
obtain a maximum over-all tax benefit. 
It is for him to decide when to make 
the payments, and whether he should 
claim them as an income tax deduction 
or an estate deduction, and how to 
divide them. 

Under Section 365 of the New York 
Tax Law, deductions allowable for 
estate tax purposes under section 
249-s, par. 1, are not deductible in com- 
puting the taxable net income of the 
estate unless a statement is filed in the 
manner prescribed by the Tax Commis- 
sion waiving the right to deductions 
for estate tax purposes. 
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New York Estate Tax—Transfers 
Taking Effect At or After Death 


\ recent decision? illustrates a situa- 
ion where an inter-vivos trust was held 
o be includible in the gross estate for 
purposes of the New York estate tax, 
although it was not taxable under the 
federal estate tax law. 

lhe decedent had set up an irrevoc- 
ible trust on August 15, 1930, provid- 


al 
ing that the income should be paid to 
his wife for life and upon her death to 
him. The decedent died on August 20, 
1947, his wife having predeceased him. 
Under May v. Heiner,’ such a trust 
was held not to be includible in the 
eross estate as a transfer to take effect 
at or after death. By a Joint Resolu- 
tion, Congress on March 3, 1931, virtu- 
ally overruled the A/ay v. Heiner case 
prospectively,* that is with respect to 
trusts created after March 3, 1931. 
About 19 years later, the Supreme 
Court? overruled May v. Heiner and 
held that a transfer intended to take 
effect in possession or enjoyment at or 
aiter death was not complete until 
death; death being the generating 
source of rights subject to the estate 
tax. 

Again Congress came to the rescue 
of those who for so many years had 
relied on May v. Heiner. It passed the 
Technical Changes Act of 1949. This 
act provided that where a trust with a 
reserved life estate was created before 
March 3, 1931, and was still in exist- 
ence on October 25, 1949, the date of 
the enactment of the Technical Changes 
Act, the Church decision would not 
apply if the decedent died before Janu- 
ary 1, 1950. In the instant case, there- 
the Technical Changes Act pre- 
vented the imposition of the federal 
estate tax. 

It is the policy of our state to con- 





York State 





Forum 


Tax 





form estate tax legislation to similar 
federal legislation. On March 10, 1931, 
therefore, New York amended Sec. 
249 (r) of the Tax Law (effective im- 
mediately ) conforming the New York 
law with the Joint Resolution of Con- 


gress of March 3, 1931. This amend- 
ment applied only to irrevocable trusts 
with reserved life estates created after 
March 10, 1931. 

Again in 1950, the Ne W York legis- 
lature amended Sec. 249 (r) affording 
relief from the effect of the Church 
decision similar to the Technical 
Changes Act. But the amendment was 
limited to estates of decedents dying 
after April 30, 1950. The decedent in 
the instant case died in 1947, and the 
Court held that it was constrained to 
adopt the interpretation of the law as 
enunciated in the Church case. This re- 
sulted in a New York estate tax on 
property not subject to the federal tax. 
The court said it was prevented by Art. 
VII, Sec. 8, of the State Constitution® 
from making a retroactive reduction of 
a tax liability that had already accrued. 
The tax imposed on the trust principal 
had accrued in 1947 at the time of de- 
cedent’s death, and the amendment to 
the Taw Law in 1950 could not cancel 
that obligation. Before the Church 
case, New York did not tax pre-1931 
trusts with reserved life estates,’ fol- 
lowing May v. Heiner. 

Franchise Tax—Long 

Term Contracts 

Reporting income on the completed 
contract basis, that is reflecting total 
income derived from a contract in the 
year in which the contract is finally 
completed, may lead to weird results 
for franchise tax purposes. For exam- 
ple, suppose a contractor is employed 
on one construction contract that takes 
four years to complete. During the first 


> Matter of James G. Harbord, dec’d., Surrogate Court, Westchester County, N.Y.L.J., 


May 2, 1951, page 1611. 
3 281 U. S. 238 (1930). 


+ Hasset v. Welch, 303 U. S. 303 (1938). 


5 > Commr. v. Estate of Church, 335 U. S. 632 (1949). 
“Money of the state shall not be giv en or loaned to or in aid of any private corporation 


or association or private undertaking. . 


Matter of Sanford, 277 N. Y. 323 (1938). 
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three years the taxpayer incurs expense 
including officers’ salaries chargeable to 
the contract and possibly receives some 
income on account as the work pro- 
eresses. There is no net income for 
computing the tax on the entire net in- 
come basis. The taxpayer probably 
computes the tax on the basis of one 
mill on allocated business capital. In 
the fourth year the contract is com- 
pleted and the corporation has net in- 
come which is really the result of four 
years’ operations. This usually becomes 
the basis of the tax for the fourth year. 
But suppose the alternative salary 
method yields a greater tax. Is the Tax 
Commission justified in using this basis 
in the case of such a taxpayer? From 
the taxpayer’s standpoint such a basis 
may be inequitable since the fourth year 
includes a salary deduction from in- 
come covering a period of four years. 

Sec. 210.1 clearly provides that the 
tax may be based upon 30% of entire 
net income plus salaries paid to officers 
and stockholders owning more than 5% 
of the stock minus $15,000. In Section 
208.9 (d) of the law the Tax Commis- 
sion is given the power to determine 
the year in which any item of income 
or deduction is to be included, regard- 
less of the method of accounting used, 
if this will properly reflect taxpayer’s 
income. The purpose of this provision 
was to prevent a possible distortion of 
income in the case of taxpayers using 
the completed contract basis for report- 
ing income. This is clearly shown in 
Art. 313 of the Regulations, which cites 
as an illustration a taxpayer reporting 
on the completed contract basis. Sig- 
nificantly, the regulation states that 
“the State Tax Commission may re- 
quire that income from the contract be 
apportioned over the entire contract 
period, on the basis of completion in 
one year, or some other appropriate 
basis.” 

Neither the law nor the regulation 
gives the taxpayer the option to report 
on some appropriate basis other than 
the completed contract basis, but if the 


The New York Certified Public Accountant 





use of this power by the Tax Commis- 
sion works an injustice on the tax- 
payer, the Commission would undoubt- 
edly give serious attention to the tax- 
payer’s contentions. 

In the instant case, the addition of 
four years’ salaries to four years’ in- 
come in one year would appear to be an 
inequitable use of the alternative salary 
basis for computing entire net income. 
Perhaps the item of officers’ salaries to 
the extent of three years should he 
eliminated from the completed contract 
computation of income in the fourth 
year to bring about an equitable result. 


Short Sales—Dividends on 

Borrowed Stock 

We recently discussed§ the treatment 
for income tax purposes of payments 
made with respect to dividends on stock 
borrowed to cover a short sale. Deputy 
Commissioner Kassell issued a ruling 
on this question on July 1, 195i. His 
ruling is limited to an investor. As he 
analyzes the question the payment does 
not qualify as a non-business expense 
incurred in the production of income 
required to be included in gross income, 
since gross income excludes capital 
gains (Sec. 359.5). Since the payments 
are made in connection with the pro- 
duction of capital gains, they are to be 
added to the cost basis of the securities 
sold. Presumably a trader in securities 
could consider such a payment as a 
business expense deductible against 
ordinary income. For federal income 
tax purposes an investor may deduct 
such a payment as a_ non-business 
deduction. 


Blocked Income 


For some time the State Tax Com- 
mission has had under consideration 
the treatment of blocked income for 
purposes of taxation under the fran- 
chise tax law. Under date of June 20, 
1951, Deputy Commissioner Kassell 
issued a ruling that where a taxpayer 
is permitted to defer foreign income 

(Continued on page 642) 


8 New York State Tax Forum; July, 1951, p. 502. 
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Conducted by Louis H. Rappaport, C.P.A. 


T HE Securities and Exchange Com- 
mission has not had many occa- 
sions to cite accountants for deficiencies 
of a material nature. We do not refer 
to those deficiencies which relate large- 
ly to compliance, as to form, of financial 
statements and certificates, but to in- 
stances where financial statements and 
certificates contain deficiencies of a 
nature which may render them mis- 
leading. 

In one case,! as a result of which the 
accountant was temporarily denied the 
privilege of practicing before the Com- 
mission, the Commission found that: 

a) The balance sheet of the registrant 
carried as its principal asset a 
leasehold at an arbitrary amount, 
evidence of the reasonableness of 
which apparently was lacking. 
The audit made on behalf of cer- 
tain alleged expenditures on behalf 
of the registrant was grossly in- 
adequate. : 


b 


The accountant’s certificate con- 
tained reference to a review of ac- 
counting system and procedures 
and accounting records, all of 
which were, in fact, nonexistent. 


Q 


d 


The accountant’s associations with 
the principal stockholder and pro- 
moter of the enterprise were such 





Louris H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgom- 
ery, C.P.A’s., and is also a. member 
of the American Institute of Ac- 
countants and of the American 
Accounting Association. 














1 Accounting Series Release No. 68(1949). 
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as to create doubt concerning his 
independence. 


In this case, the balance sheet origi- 
nally filed with the Commission stated 
the leasehold at $100,000 without ex- 
planation as to the basis of the amount, 
and showed outstanding common stock 
of the same amount of par value. An 
amended balance sheet added, by note, 
information that the leasehold was car- 
ried at an arbitrary amount, equal to 
the par value of the capital stock issued 
in consideration therefor; it further 
stated that the cost to the assignor 
(who, by virtue of the assignment, be- 
came sole stockholder of the corpora- 
tion) was “in excess of $2,000.” 

Hearings before the Commission 
brought out that $10,595.39 claimed to 
have been expended by the stockholder 
on behalf of the corporation; the ac- 
countant’s working papers showed that 
vouchers for only $2,363.89 had been 
examined by him and that, as to the 
balance, he relied upon a written state- 
ment from the sole stockholder. The 
hearings further brought out that the 
company had no books of account and 
no accounting system, and had no ac- 
counting records other than a few 
vouchers and rough notes in the ac- 
countant’s own files. There was also 
evidence that the accountant had par- 
ticipated in the organization and pro- 
motion of the enterprise, including 
soliciting purchases of its capital stock. 

One matter brought out at the hear- 
ings was that at the time the accountant 
was engaged in the alleged promotional 
activities, there was no thought of regis- 
tration under the Securities Act. The 
inference in this statement seems to be 
that there are two standards for judg- 
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ing independence: one to be used in 
the case of financial statements which 
are to be filed under the Securities Act 
of 1933; and, another presumably less 
stringent, to be used for other cases. 
We think that a viewpoint such as this, 
if widely held, may be detrimental to 
the best interests of the profession. The 
fact remains that, whether or not the 
opinions of individual accountants, or 
even of the majority of accountants, as 
to what may be prejudicial to inde- 
pendence, coincides with the views of 
the Commission, the standards devel- 
oped by the Commission must be recog- 
nized as possessing considerable au- 
thority, and that accountants should 
seriously consider their position before 
they deviate from those standards, 
whether or not the financial statements 
are to be filed with the Commission. 

Other thoughts which may be evinced 
from the we have discussed 
are: 


case 


(1) That an improper statement, as 
in the case of this leasehold, may 
not be made proper simply by a 
footnote which says that it may 
be erroneous. 
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(2) That when. two parties to a 
transaction are so closely re- 
lated (as in this case of the cor- 
poration and its sole stockholder ) 
that the interests of neither are 
independent, transactions _ be- 
tween them should be especially 
closely scrutinized by the inde- 
pendent auditor; that a state- 
ment from one of the parties 


should not, necessarily, be re- 
garded as independent verifica- 
tion. 


That, while standardized forms 
of certificates are desirable in 
many respects, we should not 
use stereotyped phraseology in 
cases where it is clearly inap- 
propriate. 


io) 


We are not attempting in this article 
to pass judgment upon a matter which 
has already been subjected to critical 
review. We have, however, cited this 
case as an example of actions which 
have, from time to time, subjected ac- 
countants to censure. The growing im- 
portance of the profession must carry 
with it a growing sense of responsibility. 


New York State Tax Forum 


(Continued from page 640) 


for federal income tax purposes under 
Mim. 6475, he may similarly defer the 
income under Art. 9A. That means 
that in computing entire net income 
under Sec. 208.9, federal net income 
is to determine the amount, subject to 


the statutory exclusions and inclusions. 
No adjustments are contemplated by 
reason of any resulting change in the 
allocation formula either in the year the 
income accrued, or the year it was 
made available. 
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Notes on the New York State 
Unemployment Insurance Law 








Conducted by SAMUEL S. REss 


HERE has been widespread misun- 

derstanding on the part of employers 
and others as to the significance of the 
new notices and forms that are being 
received from the New York State Un- 
employment Insurance Division as a 
result of the basic changes made by the 
1951 Legislature in the law. : 

It is advisable for accountants to 
familiarize themselves with the nature 
and purpose of the new requirements 
in order to help minimize the unem- 
ployment insurance tax burden and to 
avoid the heavy penalty provisions of 
the law for failure to comply with the 
administrative requirements of the 
State of New York. 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936. He is a member of the New 
York Bar and holds the Juris Doctor 
degree from the New York Univer- 
sity School of Law, and the B.B.A. 
degree from The City College (New 
York) School of Business and Civic 
Administration. He is a tax consult- 
ant and has been a specialist in the 
payroll tax field since the inception 
of Social Security and Unemploy- 
ment Insurance Laws in 1936. He 
has drafted legislation related to un- 
employment insurance, health insur- 
ance, wages and hours and work- 
men’s compensation. 

Dr. Ress, who has written a num- 
ber of articles which have appeared 
in The New York Certified Public 
Accountant, is a member of the 
Society’s Committees on Clothing 
Manufacturing Accounting and on 
Labor and Management. 
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The following important changes 
provide for: 


1. Tax rate variations ranging from 
zero to 2.7%, according to each em- 
ployer’s individual experience with un- 
employment. For the year 1952 the 
minimum rate will be 1.7%. 

2. Creation of an individual “ac- 
count” for each employer. Tax pay- 
ments will be credited and_ benefit 
charges debited to this account, so as 
to record his benefit experience and fix 
his annual tax rate. 

3. Elimination of the detailed quar- 
terly reports listing individual employ- 
ees and their wages for all firms that 
have been subject to the law for at least 
34 calendar years; but quarterly tax 
contribution reports and payments are 
continued. 


4. Institution of a new system under 
which employers will supply wage re- 
ports only on request and as necessary 
to settle the benefit claim of an indi- 
vidual former employee. Even though 
a new firm (under 3% years old) is 
required to file the detailed quarterly 
report listing individual employees 
wages, it must also comply with this 
requirement. 

5. Creation of an individual “bene- 
fit year” for each benefit claimant, be- 
ginning the week after he files a valid 
claim, instead of the fixed benefit year 
for all claimants. The total amount of 
benefit payments cannot exceed that 
payable for 26 weeks of total unem- 
ployment. 


6. Payment of benefits on the basis 
of earnings in the last 52 weeks in- 
stead of in a previous calendar year. 
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7. Issuance of a benefit check for 
part of a week of unemployment. 

8. A “weeks-worked” requirement 
as a condition of eligibility for bene- 
fits, instead of the old dollars-earned 
formula. The new requirement is work 
in at least 20 weeks with 20-weeks’ 
earnings totalling at least $300. 

9. Weekly notice to each employer 
of any benefit charges against his ac- 
count, and 20 days within which to 
controvert the benefit charges to his 
account. Failure to controvert the 
charges within the 20 day period will 
bar the employer from contesting the 
charge. In deciding whether or not to 
controvert a charge the following rule 
should be considered : 

Benefits paid for any benefit year 
beginning before December 31, 1951, 
are chargeable to the employer who 
paid the claimant the most wages in the 
base year 1950 or 1951. 

3enefits paid for any benefit year be- 
ginning on or or after December 31, 
1951, will be chargeable to base period 
employers, beginning with the employer 
who last employed the claimant before 
he filed a valid original claim and work- 
ing back through the benefit period. 

The number of weekly benefit pay- 
ments charged an employer depends on 
the number of weeks in which he em- 
ployed the claimant in the base period, 
with one week’s benefit charge for each 
week of unemployment. No employer 
should be charged with more full bene- 
fit payments than he supplied weeks of 
work. 

In this connection it is suggested that 
wherever feasible, accountants should 
have employers set up an unemploy- 
ment insurance benefit charge record so 
as to determine whether or not the 
employer’s account has been charged 
with benefit payments for more weeks 
than he employed the benefit claimant 
during the 52 weeks immediately prior 
to the claimant’s application for unem- 
ployment insurance benefits. This rec- 
ord should include: 


1. Name and social security number of 
the former employee. 
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2. Date hired and date laid off. 

3. Number of weeks employed during the 
52 week period prior to the filing of a 
claim for benefits by the former em- 
ployee. 

4. The date and amount of each benefit 


check paid to the worker as per form 
IA 96—Notice of Experience Rating 
Charges. 

As soon as the employer who keeps 
such a record sees that his account has 
been charged for too many weeks of 
benefit charges paid by the State to a 
former employee, he should immedi- 
ately write to the Unemployment In- 
surance Accounts Bureau and request a 
hearing so as to protect his unemploy- 
ment insurance tax rate status for the 
coming year. This action may prevent 
the Unemployment Insurance Division 
from overcharging your client’s account 
even though the former employee may 
continue to be entitled to benefits. If 
a claimant receives benefits for more 
weeks than he had weeks of employ- 
ment in the base period with your client, 
the excess charge will be against the 
“general account” of the State Unem- 
ployment Insurance Fund and_ not 
against the individual account of the 
employer. 

The Experience Rating charge no- 
tices on form IA 96 are not demands 
for the payment of taxes and clients 
should be so advised. 

Of course, if the employer has a job 
for any of his former employees listed 
on the notice, he should try to reem- 
ploy them so as to reduce the benefit 
charges against his account. 


2K * * 


The Unemployment Insurance Ap- 
peal Board reversed a decision of the 
Referee in case #23,321-50, dated 
March 30, 1951, when it held that an 
employer was not subject to the law. 

In the case at bar, a retail store cor- 
poration, in upstate New York, one of 
six corporations controlled by the same 
persons through interlocking — stock 
ownership, was alleged to be a covered 
employer by the Referee. A former em- 


(Continued on page 647) 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 








Conducted by Max Bock, C.P.A. 


SUBJECTS DISCUSSED BY ACCOUNTANTS’ 


OFFICE AND STAFF 


1. Staff Manual and Contents 
Thereof 


A minority of the firms represented 
had prepared manuals for their staff. 
However, some of the men indicated 
that such a publication was in process 
of being prepared. Generally, the man- 
ual contained the following major 
groupings : 

a) Administrative matters 

b) Detailed and generalized audit 

procedure 

c) Detailed internal control ques- 

tionnaire procedure 

d) Helpful hints 


2. Personal Accounting Work by 
Staff Members 

The attitude of the represented firms 
to independent practice by their staff 
members was discussed. Virtually all 
agreed that it was a problem about 
which littlke was being done because 
such work was not reported. However, 
it is common knowledge that this con- 
dition prevails but that the extent was 
not determinable. 

Some members reported that on oc- 
casions abuses were detected, such as 
use of firm time for personal work, and 
the impairment of a man’s ability to 
perform satisfactorily due to overwork 
resulting from outside work. The ac- 
tion taken in such cases depended on 
the status of the individual staff man, 
varying from outright dismissal to ar- 
ranging to absorb the private practice 
into the firm. 

One firm requests all of its employ- 
ees to inform it of outside work under- 
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MANAGERS GROUP 


taken, with the object of keeping in- 
formed as to the extent of such activity 
by each man. The advantages of this 
policy have not yet been demonstrated 
nor is there any assurance that all such 
matters are reported. 


3. Compensation of Staff Member 
for Business Originated 
by Him 
a) One method of compensation was 
on the basis of one-third of the gross 
fee or one-half of the net fee, depending 
upon the margin of profit available, as 
well as other circumstances. In com- 
puting the net fee, only the direct cost 
of the accountants on the job is con- 
sidered as an expense. 
b) Another plan paid staff members 
20% of the net fee, i.e., gross income 
less all direct costs. 


4. Salary Deduction for Lateness 


One of the members reported that 
it was his firm’s policy to make salary 
deductions for lateness, on the ground 
that the men were being paid for over- 
time work. Staff men reported their 
arrival and departure time, providing 
the basis for the necessary records for 
time control. He reported no staff re- 
sentment on this score. All men were 
informed of this policy upon entering 
the company’s employ and its fairness 
was acknowledged. 

The remaining members reported 
that their firms made no deductions for 
lateness even though men were paid 
overtime. In such cases, it was indicat- 
ed, the effort and cost of obtaining ex- 
act (dubious) arrival and departure 
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time, and the compilation of the charge- 
able time and its dollar value was con- 
sidered to offset the advantage of the 
deduction. Though all staff men pre- 
pare time reports, they list only the 
number of hours worked. To ask men 
to list the time of arrival and departure 
was deemed undesirable. In general, it 
was felt that chronic violators are soon 
detected and that an “honor” system 
was desirable for staff accountants. 


5. Proofreading Problem 


Some of the members reported that 
they were unable to find help for per- 
manent proofreading positions. Others 
indicated that they had no difficulty, in- 
asmuch as they utilized college gradu- 
ate beginners for such work, keeping 
aman on such work for about a year. 

A few members thought the work 
was monotonous and should be rotated 
among the staff. The majority felt 
that the work was not monotonous. 
Virtually all agreed that proofreading 
was a good job in which to start a 
beginner and that it usually gives the 
man an idea as to what the final goal 
of an audit (the report) is like in actual 
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practice. The job also trains a man 
in the importance of accuracy in work. 
The employment of “‘over-age” ac- 
countants and women as permanent 
proofreaders was recommended. 


6. Control of Paper Supply 

One of the practitioners present 
raised the question of control of the 
paper supply. Most of the firms present 
did not consider it sufficiently im- 
portant to control and check on the 
amount of working paper consumed by 
their staff members. One firm, how- 
ever, required staff members to submit 
a requisition form whenever paper was 
withdrawn from the supply room. An- 
other possibility suggested was having 
one individual in charge of the paper 
supply to whom all requests are 
directed. 


Note: The meetings of office and staff 
managers are held at the Hotel Lexing- 
ton every 4th Tuesday from 12 to 2, 
and include lunch. All interested are 
invited to attend—just drop in. 


SERVING CLIENTS ON WAGE STABILIZATION 


A survey of a number of representa- 
tive firms covering the methods of 
assistance to clients on wage stabiliza- 
tion matters disclosed the following: 

1. A principal, or a staff man, or 
both, have been assigned to the 
job of learning the law and regu- 
lations, and keeping informed on 
all releases from the Wage Hour 
Division and the Salary Stabiliza- 
tion Division. Larger firms used 
several men as specialists and they 
are available for consultation by 
the staff and by clients. 

2. Clients were advised of the re- 
quirements of the law, in very 
general terms, mainly by the audi- 
tor on the job. Some accountants 
sent a bulletin to their clients. The 
use of attorneys was recommended 


wherever legal questions were in- 
volved, particularly where the law 
or regulations were silent on an 
issue under consideration. 

3. Staff members have been informed 
of the major provisions of the law 
and regulations by staff meeting or 
office bulletins or both. 

4. In particular, staff men have been 
instructed on how far to go on 
the job with respect to observing 
that the machinery for compliance 
has been set up by each client and 
to detect violations in the course 
of the audit. 

5. Where problems are detected by 
the staff member they are reported 
either to the supervising partner 
or to the wage stabilization spe- 
cialist. 
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6. Some accountants provide assis- 
tance to clients in determining the 
amount of increases that may be 
granted without prior approval, 
help in setting up control records 
and wage and salary plans, and 
in getting approvals for proposed 
increases. The extent of such 
special services varied among the 
firms surveyed; some dealt with 
only certain aspects. 

It was found that the full impact 
of the stabilization problems was 
not felt for quite a time because 
wages were fixed by contract in 
many cases and increases were 
kept within bounds. Moreover, the 
unpreparedness of the Salary 
Stabilization Division to handle 
requests for approval also post- 
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poned many matters. Now, how- 
ever, more problems are recognized 
and new ones created (particularly 
in certain industries) where help 
is scarce and shifting around, and 
wage scales and fringe benefits 
must be reconsidered. 

As to fees for stabilization services 
there was no clear cut policy 
ascertainable. Most firms made no 
charge for minor advisory or 
supervisory services. However, it 
was intended that if the time be- 
came material that a year-end 
“adjustment” of fee would be re- 
quested. 


J 


Where substantial services were in- 
volved, they were treated as special 
engagements to be billed according to 
each firm’s policy. 


Ce 
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Notes on the New York State 
Unemployment Insurance Tax 


(Continued from page 644) 


ployee had filed a claim for benefits on 
the basis of his earnings in the retail 
store corporation, which denied that it 
was subject to the law because fewer 
than 4 persons were on its payroll. The 
Referee found that of the six related 
corporations, five operate retail stores 
in different cities in New York State 
and the sixth corporation purchases 
and sells merchandise to the remaining 
five for resale. The price charged to 
the retail stores includes bookkeeping 
and accounting services. The employer 
cencedes the employment of 2 persons 
only for the statutory period. It did 
not deem itself subject to nor did it 
file any returns under the Unemploy- 
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ment Insurance law. The Referee held 
that the bookkeeper and office manager 
of the corporation supplying merchan- 
dise and services to the claimant’s em- 
ployer, were to be deemed part-time 
employees of the retail store corpora- 
tion and therefore covered by the law. 

The Appeal Board in reversing the 
referee held: 

“We believe the referee was in error. 
The bookkeeping and office services sup- 
plied to the employer were under a con- 
tract for services, the consideration for 
which was included in the sales price. The 
persons rendering such services under the 
contract were not the employees of the 
appellant. (Matter of Fulton Ship Opera- 
tors P & I Service, Inc., 273 App. Div. 614, 
reversing Appeal Board, 14,949-47) .. .” 
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The Excess Profits Tax Exchange 














Conducted by Davin Zack, C.P.A. 


Sire column is a clearing house for 
questions, problems and comments 
regarding [excess Profits Taxes. Items 
of general interest will be published 
herein and full credit will be given all 
contributors unless they request other- 
wise. <All inquiries and contributions 
should be addressed to: 

Editor, The Excess Profits Tax Exchange 

The New York Certified Public 

Accountant 
677 Fifth Avenue 


New York 22, N. Y. 


Partnership Components 


Albert R. Dworkin, C.P.A. and at- 
torney, submits the following thought- 
provoking analysis of a very difficult 
and practical problem in Part II trans- 
actions : 

After the repeal of the World War II 
excess profits tax, the tax climate be- 
came favorable for incorporation of 
profitable businesses that were being 
operated by partnerships. The 38% 





Davip ZAcK, C.P.A., is a mem- 
ber of our Society and of its Com- 
mittee on Federal Taxation. He is 
Chairman of the Committee on Mu- 
nicipal and Local Taxation. 

Mr. Zack is a member of the New 
York Bar, the Federal! Bar, and the 
Tax Bar. He isa Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Ad- 
ministration where he developed an 
intensive course on the New Excess 
Profits Tax Act. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
engaged in tax practice with a prom- 
inent New York firm of certified 
public accountants. 
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corporate tax rate seemed like a 
bargain to partners who were still pay- 
ing as high as 80% personal income 
taxes on partnership profits in 1946 
and 1947, and many corporations were 
formed with this background. 

In many cases, the transfer of the 
business assets of the partnerships to 
the corporations would qualify as tax- 
free transfers under Section 112(b) (5). 
The corporations resulting from these 
transfers would be ‘“‘acquiring corpora- 
tions” under Sec. 461, and as such, 
these would not be classified as new 
corporations, so long as the partner- 
ship was in business during the base 
period (Sec. 461(d) ). 

These acquiring corporations have 
the option of using the earnings history 
of the partnerships in the calculation 
of the excess profits credit based on 
earnings (Sec. 462). The earnings 
history of the partnership must be 
recomputed as though it had been a 
corporation (Sec. 462 ( K)), and then 
the portion of that earnings history 
relating to the assets transferred to the 
corporation may be available as base 
period earnings (Sec. 462(1) ). 

The determination of the proper 
proportion of the earnings experience 
of the partneship which will be avail- 
able to the corporation would appear 
to raise questions of judgment and 
some discretion, unless the Regulations 
(which are still to be issued) will be 
unusually clear. 

The Internal Revenue Code deals 
with two types of situations, namely: 
(1) substantially all of the partnership 
assets being transferred to the corpora- 
tion (Sec. 461(A)(1)(D)), and (2) 
only part of the assets being trans- 
ferred (Sec. 461(A)(1)(E)). 

In the former case, the full earnings 
experience is available. In the latter 
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case, such proportion of the partnership 
earnings experience will be available as 
corresponds to the proportion which 
the total fair market value of the assets 
transferred bears to the total fair 
market value of all of the partnership 
assets at the time (Sec. 462(1)(1)). 
As an alternative, the ascertainable 
earnings experience of the assets ac- 
tually transferred to the corporation 
may be substituted for the ratio of total 
partnership earnings corresponding to 
the proportion of the assets transferred 
(Sec. 462(1) (6) ) 

Inherent in the solution to the ques- 
tion of what constitutes substantially 
all of the partnership assets (transfer 
of which entitles the acquiring cor- 
poration to the full recomputed 
partnership earnings experience), and 
the proportion of fair market value 
of the transferred assets to the 
aggregate assets, is the determination 
of what assets should be considered. 
It seems that quite definitely the balance 
sheet alone would not be a_ proper 
measure of total assets for this pur- 
pose. Certain valuable assets usually 
found in many businesses are frequently 
not listed on balance sheets (such as 
valuable contracts, goodwill, etc.) and, 
it is submitted, certain of the assets 
legally comprising partnership assets 
should be eliminated because not held 
for the purposes of the business. 

In speaking of the invested capital 
credit, Section 437(C) provides that 
credit will be allowed only for “assets 
held...in good faith for the purposes 
of the business....” This limitation 
of excess profits effect solely to assets, 
borrowings and transactions properly 
required for the corporate business is 
provided in other sections of the law, 
and in the case of the World War II 
Excess Profits Tax the courts did not 
hesitate to impose this limitation even 
though it did not specifically appear in 
the statute. 

Many partnerships which operated 
very profitably in 1946 and 1947 ac- 
cumulated excess assets not needed for 
conduct of their businesses. In many 
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cases, the funds which the partners 
proposed to use to pay their personal 
income taxes were allowed to remain 
in the partnership accounts until the 
due dates of the tax payments. Many 
other instances will be found of assets 
to which partnerships (particularly 


family partnerships) retained title even 
though such assets were not directly 
necessary to the conduct of the business 
of the partnership. 

While it is hoped that the forth- 
coming Regulations will simplify the 
considerations involved here, it ap- 
pears that care and the sound exercise 
of discretion may minimize the excess 
profits taxes of incorporated partner- 
ships. 


New Corporations 


A Boston reader submits the follow- 
ing query: 

One of our clients has been operating as 
a partnership since 1945. In May of 1950, 
one partner sold his partnership interest to 
the two remaining partners. The partner- 
ship agreement provided that the partner- 
ship shall not be dissolved on retirement 
of a partner (a provision which is not valid 
under State law but, under recent Tax 
Court decisions, valid for income tax pur- 
poses). 

Query: If the partnership now incor- 
porates in a 112(b)(5) transaction, may 
it use the new corporation credit under 


Sec. 445, I.R.C. 


A corporation which succeeds a 
partnership in a_ tax- free exchange 
under Section 112(b)(5) of the In- 
ternal Revenue Code qualifies as an 
acquiring corporation under Section 
461(a) of the Internal Revenue Code. 
The transferor partnership is classified 
as a component corporation under Sec- 
tion 461(b) and the life of the com- 
ponent is added to that of the acquiring 
corporation under Section 461(d). In- 
asmuch as the question indicates that 
the component corporation (the prede- 
cessor partnership) extends back to 
1945 for income tax purposes, the 
acquiring corporation could not qualify 
as a new corporation under Section 445 
of the Internal Revenue Code because 
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it did not commence business after the 
first day of its base period. 


Average Base Period Net Income 
A Florida reader makes the follow- 
ing inquiry : 

The Noname Corp. has a fiscal year 
ending August 31. For its base period it 
had averaged excess profits income, on the 
income basis, of $75,000. For the fiscal 
year ended August 31, 1950, its excess 
profits income was $53,000. What is its 
excess profits credit for the fiscal year 
about to end? 


The base period for all corporations, 
except those with a fiscal year ended 
in the first quarter of 1950, is the period 
beginning January 1, 1946, and ending 
December 31, 1949. Inasmuch as your 
corporation has a fiscal year ending 
August 31st, its base period runs from 
January 1, 1946, to December 31, 1949. 
The average base period net income is 
computed on a monthly basis (Section 
435(d)) for the period indicated. Since 
your question indicates that the average 
base period net income was computed 
to be $75,000, the excess profits net 
income for the year ended August 31, 
1950, would have no further effect on 
the average base period net income 
computation for the fiscal year ended 
August 31, 1951. 


Interest Adjustment with Minimum 
Credit 


Samuel A, Dyckman, C.P.A., sub- 
mits the following theory as to the 
interest adjustment required with the 
use of the minimum excess profits tax 
credit of $25,000, which is followed by 
many practitioners. This editor and 
many writers cannot concur with this 
analysis but, since the subject is not 
free from doubt, reader comment is 
solicited. 
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I noted with interest in the August 
issue, your comment on the adjustment 
of the interest deduction when the 
minimum credit is used, and Mr. A. J. 
Briloff’s observation on the same page 
that an incongruity in the law and 
regulations requires an interest adjust- 
ment under Sec. 433(a)(1)(N) even 
though the borrowed capital is not used 
in the tax determination. 

[ would disagree with both observa- 
tions inasmuch as neither the law nor 
the regulations specify the necessity 
of an adjustment in the absence of the 
applicability of a credit based upon 
invested capital or a credit based upon 
income. [| Reg. 40.433 (n) and (0) }. 

Admittedly Sec. 434 provides for 
but two methods of computing a credit, 
income and invested capital. But Sec. 
431, in specifying that the credit should 
be increased to $25,000 if it be de- 
termined to be less than that amount 
under Sec. 434, provides for an inde- 
pendent statutory credit totally un- 
related to the adjustments required 
under Sections 435 and 436. And, 
inasmuch as the interest adjustments of 
Sec. 433(a) (1) (N) and (O) come into 
play only “IF” the excess profits credit 
is computed under Sec. 436 or Sec. 437, 
it can be validly contended that it would 
have no application where both credits 
are superseded by the minimum of 
Sec. 431. The latter can be interpreted 
as a credit independent of Sec. 434. 

Similarly, under Sec. 430(a)(2), 
where the 62% computation is appli- 
cable, it seems equally convincing that 
no interest adjustment need be. made. 
The tax base is excess profits net income 
without adjustment for credits under 
Sec. 434. Inasmuch as Sec. 434 is 
inapplicable, the interest adjustment 
provisions of Sec. 433(a)(1)(N) and 
(QO) are of no effect. 


Nore: Any answers to questions contained herein represent the opinions of the author and 
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THE NEW YORK STATE 


SOCIETY OF CERTIFIED 


PUBLIC ACCOUNTANTS 
677 Fifth Avenue, New York 22, N. Y. 


August 2, 1951 


Honorable Walter F. George 
Chairman, Senate Finance Committee 
Senate Office Building 


Washington, D. C. 


Dear Senator George: 

As arranged with the Clerk of the 
Senate Finance Committee, and on 
behalf of the Committee on Federal 
Taxation of The New York State 
Society of Certified Public Accountants, 
there are respectfully submitted here- 
with the recommendations of the Com- 
mittee for the amendment of the Inter- 
nal Revenue Code. These deal with 
the following : 

(1) Provisions appearing for the 

first time in H.R. 4473—Rev- 
enue Act of 1951—as passed by 
the House. 
2) Provisions of the Internal Rev- 
enue Code other than those 
relating to the Excess Profits 
Tax Act of 1950. 
Provisions of the Code which 
were added by the Excess 
Profits Tax Act of 1950. 


~ 


ws) 


These recommendations, limited to 
those which under prevailing condi- 


tions should be considered by the Con- 
gress, are based upon a study made 
by our Committee of many proposals 
for changes submitted by our mem- 
bers, which have been reviewed and 
considered with great care. Asa result, 
we have been able to agree upon those 
contained in this report. 


Our Committee has been informed 
that it is not the intention of the Senate 
Finance Committee to consider at this 
time provisions relating to the excess 
profits tax. Should that be so, we 
respectfully request that the portion 
of our recommendations relating to the 
excess profits tax receive the attention 
of your Committee at such time as it 
considers the excess profits tax provi- 
sions of the Code. 


It should be noted that the proposals, 
46 in number, are confined to technical 
changes, in view of the policy of The 
New York State Society of Certified 
Public Accountants to avoid recom- 
mendations on matters involving policy, 
rate structure, and similar debatable 
items. 

We trust that the recommendations 
will be given the usual thoughful con- 
sideration of the Senate Finance Com- 
mittee. 


Respectfully submitted, 


Committee on Federal Taxation 
of The New York State Society of CPA’s 
(Signed) Benjamin Grund 


BENJAMIN GRUND, Chairman 


Henry Bracu, Vice-Chairman 
Cuarces H. FRIEDRICH 
BERTRAM FE, GILL 

Oscar HANIGSBERG 
BENJAMIN Harrow 
RICHARD HELSTEIN 
HARRY JANIN 


PHILIP BARDES 
MatTTHrew F. BLAKE 
GEORGE J. bRavy 
WitttiAm K. Carson 
Mrrtam I. R. Eoris 
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AucGustus Morris 
Murray L. RACHLIN 
BERNARD STEINBERGER 
MartTIn WoLMAN 
Davip ZACK 











SUMMARY OF 





1. Annuities 


Section 22(b)(2), IR.C., should be 
amended to provide that the principal of the 
annuity payments shall be computed by 
spreading the cost of the annuity over the 
life expectancy beginning with the commence- 
ment of annuity payments, and only that 
portion of each annuity payment which is in 
excess of that applicable to principal shall 
be included in gross income. 


2. Time for Replacement of Involuntary 
Liquidations of Lifo Inventories 


Section 22(d)(6)(A), LR.C., should be 
amended to provide that replacements of pre- 
1948 liquidations should be permitted at least 
until 1955. 


3. Pension Trust for Professionals and 
Other Self-employed Individuals 
The principle of the Keogh Bill, H.R. 4371, 
the Reed Bill, H.R. 4373, and the Coudert 
Bill, H.R. 3456, should be enacted with the 
added provision, that a self-employed profes- 
sional person employing nominal or no capital 
should have his entire net professional income 
for the year as the measure of the 15% of 
net professional income that may be contribu- 
ted for that year to the pension trust. 


4. Payments into Non-exempt Pension 
Trust 


Section 23(p) (1) (D) should be amended 
to permit the employer making a contribution 
to a non-exempt pension trust, in which the 
employee's rights are forfeitable at the time 
the contribution is made, to deduct such 
amounts as are income to the employee, in 
the year in which the employee is required 
to include such amounts as income. 


5. Rates of Normal Depreciation 

Rates of normal depreciation for as many 
classes of fixed assets as possible should be 
published and taxpayers permitted to make a 
binding election of depreciation rates as to 
such classes of assets within 25%, either 
way, of the published rates. 


6. Gain or Loss to Creditor on Mortgage 
Foreclosures 


The Code should be amended to provide 
that where a creditor buys in mortgaged or 
pledged property, his income or deduction 
shall be the difference between the obligations 
of the debtor and the fair market value of 
the property; that the price for which it is 
bid in by the creditor shall be disregarded 
for this purpose; and that the income or de- 
duction shall be ordinary income or deduc- 
tion (1.e., not capital gain or loss) 
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7. Methods of Accounting 


Sections 23, 41, 42 and 43 of the Internal 
Revenue Code should be amended to embody 
recognized accounting principles or practices. 


8. Expenses Payable to Related Interests 


Section 24(c), LR.C., should be amended 
to provide that such section shall not apply 
where the person to whom the payment is 
made elects to include such payment in his 
return for a taxable year within which the 
payor’s taxable year ends. 


9. Proposed Section 123, H.R. 44735— 
Surtax Exemptions and _ Certain 
Credits of Related Corporations 

The proposed section should be referred 
back for further study and should not be in- 
cluded in the Revenue Act of 1951; when, if 
and as the section is finally enacted and 
appropriately limited, companies embraced 
within its provisions, whether as Class A or 
Class B affiliations, should be given the right 
to file consolidated returns. 


10. Taxable Year 


Section 48, I.R.C., should be amended 
that where a taxpayer consistently keeps his 
records on the basis of any recognized ac- 
counting “year” even though said year does 
not necessarily end on the last day of a 
month, he be permitted to file his tax return 
on the same basis. 


11. Extension of Time for Filing Returns 


The Internal Revenue Code should be 
amended to provide that unless the Commis- 
sioner finds that a request for an extension 
is made for the purpose of delaying the pay- 
ment of the tax, an extension for a period 
not exceeding six months to file an income 
tax return shall be granted upon application 
of the taxpayer or his representative, pro- 
vided a tentative return is filed showing the 
estimated tax and payments of the tax are 
made as in the case of regular returns. 


12. Surtax on Corporations Improperly 
Accumulating Surplus 


Section 102 should be amended to provide: 

(a) At taxpayer’s option, dividends paid 
after the end of the taxable year, but beiore 
the due date (original or extended) of the 
tax return, should be allowed as a credit in 
computing undistributed Section 102 net in- 
come. 

(b) In the event of imposition of surtax 
under Section 102, the corporation should be 
permitted to relieve itself of such tax, in 
whole or in part, by a deficiency dividend 
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procedure now pre- 
scribed in Section 506 for personal holding 
companies, or, alternatively, by filing consent 
dividend papers, as provided in Section 28, 
effective as of the original taxable year. 


under conditions and 


13. Income from Fiscal Year Partnerships 
and Trusts 


Section 108, I.R.C., should be amended to 
provide that in taxing the net income of an 
individual from a trust or partnership having 
a fiscal period commencing in 1950 and end- 
ing in 1951, the prorata portion of such in- 
come applicable to 1950 should be eliminated 
from tax at 1951 rates, and should be 
taxed instead at the appropriate level of 1950 
rates in the same manner as was applied in 
the correspo nding provision of the Revenue 
Act of 1924 (Section 207 (b)). This amend- 
ment should be effective as of January 1, 
1950. 


14. peepee of Property to Creditor 


Section 111, I.R.C., should be amended to 
relieve pbeinebles who are in unsound finan- 
cial condition from tax on gain on the trans- 
fer of property to a creditor in settlement of 
a debt incurred in acquiring the property; the 
taxable gain (to the extent not a gift) should 
be limited to the value of the net assets which 
are freed from claims of creditors as a result 
of the settlement. 


15. Gain from Sale or Exchange of Tax- 
payer’s Residence 


Section 112(n) (2) (F), I.R.C., as proposed, 
should also provide that in the case of a sale 
or an exchange of a taxpayer’s residence, 
recognition of the gain shall be deferred with 
appropriate protection to the Government in 
the same manner as provided in Section 
112(f) in other cases of involuntary conver- 
sion, where replacement is deferred. 


16. Continuity of Net Losses, Etc. in 
Corporate Reorganizations 

Where a corporation is formed or availed 
of to acquire the assets and become the suc- 
cessor, in a tax-free reorganization, of a pre- 
decessor corporation, which, in pursuance of 
the plan, is liquidated and dissolved, the suc- 
cessor corporation should step into the tax 
shoes of the predecessor corporation for all 
purposes, so as to permit the carryback and 
carityforward of net operating from 
one to the other, to continue the accounting 
methods and period of the predecessor and 
the application of the tax benefit rule to re- 
coveries by the successor of losses or deduc- 
tions previously claimed or allowable to the 
predecessor, and so as to alae full deducti- 
bility by the successor of any payments which 
would have been deductible by the prede- 
cessor had the predecessor continued in 
existence. 
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17. Election as to Recognition of Gain in 
Certain Corporate Liquidations 
Section 112(b)(7), IRC, 
amended to include liquidations made 
1951. 


should be 
after 


18. Involuntary Conversions 


Section 112(f), I.R.C., should be amended 
specifically to extend its provisions to cover 
later acquisition of property to replace that 
involuntarily converted even if the proceeds 
of the conversion have in the meantime been 
used for general purposes; and to cover re- 
placements of property in anticipation of: 
the condemnation, or requisition, or the re- 
ceipt of the proceeds. 


19. Reorganizations 


Section 112(g¢) (1), ILR.C., should be 
amended to remove the confusion and uncer- 
tainty as to the application of its provisions, 
particularly by defining the term “business 
purpose,” “continuity of interest,” “securities” 
and “party to a reorganization.” 


20. Party to a Reorganization 

The definition of term “party to a reorgan- 
ization” in section 112(¢) (2), I.R.C., should 
be amended to provide in substance that the 
term includes a corporation which issues its 
stock for stock or properties of another 
whether such stock or properties are acquired 
directly by the stock-issuing corporation or 
by its controlled subsidiary. 


21. Basis of Property Acquired by Inter- 
Vivos Gift or Through Joint and 
Survivorship Ownership 


Section 113(a)(2), I.R.C., should be 
amended to provide that where property ac- 
quired by gift is included in the estate of a 
donor for estate tax purposes, the basis to 
the donee of the property with respect to 
depreciation, or gain and loss, for any period 
after date of death shall be the value included 
in the donor’s estate tax return. 

Likewise, in the case of jointly owned 
property to the extent that the property was 
valued for estate tax purposes, that portion 
of the value should be substituted for the 
same portion of the original cost as the basis 
to the survivor. 


22. Capital Gains and Losses Through 
Fiscal Year Partnerships 


The amendment proposed in Section 305 of 
the Bill should be changed so as to be appli- 
cable only to transactions of fiscal year part- 
nerships with taxable years beginning on and 
after the enactment of the Bill. 
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23. Gains and Losses on Sales of Capital 
Assets 

Net gains and losses on the sale of intangi- 
bles should be accorded treatment similar to 
real property and depreciable property under 
Sections 117(a) (1) and 117(j) (1); also, the 
term “capital assets” under section 117(a) (1) 
should exclude commodity hedges. 


24. Partnership Taxable Year 


The death of a partner should not be 
deemed to change the taxable year of the 
partnership, and the share of the income of 
the deceased partner to date of death and the 
share of the income of all other partners 
should be reported in the taxable year in 
which the partnership year would have ended 
had there been no death. 


25. Election to File Consolidated Return 
Corporations 


election to file 
returns 


should be given an annual 
consolidated or separate 


26. Taxability of Income of Trust which 
may be Used for Payment of Insur- 
ance Premiums on the Life of the 
Grantor 

In the case of trusts, the income of which 
may be used to pay life insurance premiums 
on the life of the grantor, such income should 
be taxable to the grantor only to the extent 
that the income is actually expended for such 
purpose. 


27. Offset of Overpayment of Tax against 
Related Deficiency 

Where a deficiency is offset by an over- 
payment of a related tax as determined by 
the Commissioner, the taxpayer should be 
permitted to file a claim to offset the over- 
payment against the deficiency and the col- 
lection of the deficiency should be deferred 
until the claim is acted upon. 


28. Waiver of Restrictions on Assessment 
and Collection of Deficiency in Tax 


It should be mandatory upon the Com- 
missioner to accept waivers on assessment 
and collection of all or any part of a pro- 
posed deficiency. 


29. Consent Fixing Period of Limitation 
upon Assessment of Income and 
Profits Tax 


It should be mandatory upon the Commis- 
sioner to sign a consent for a period of one 
year on the written request of the taxpayer. 


30. Election to File Joint or Separate 
Returns, Standard Deduction, etc. 

Elections as to (a) joint or separate re- 

turns of husband and wife and (b) taxation 
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under Supplement and (c) standard de- 
duction should be Rete Fs during the period 
in which the taxpayer would be permitted to 
file refund claims based on the changed 
election. 


31. Recommendation with Respect to 
Personal Holding Companies 

Effectuation of deficiency dividends by con- 
sent dividends procedure should be author- 
ized; deficiency dividend procedure should 
not be denied except in cases of fraud and, 
in computing undistributed subchapter A net 
income, the federal income tax deduction 
should be the tax for the taxable year whether 
the corporation is on the cash or accrual 
basis. 


32. Estate Tax: Credit for Gift Tax on 
Inter-Vivos Gifts 
Under Section 813(a), the credit for gift 
tax allowable against the estate tax should 
be the amount by which the donor’s total gift 
tax liability was increased by inclusion of the 
property for gift tax purposes. 


33. Estate Tax on Remainders to Charity 
subject to a Power of Invasion of 
Principal, etc., should be Determined 
by the Ultimate Event 

The degree of exemption should be deter- 
mined by the ultimate event and the exemp- 
tion allowed should be reduced to the extent 
to which the power of invasion of principal 
is actually exercised or, in the case of con- 
tingent remainders, the exemption should be 
allowed in accordance with the actual occur- 
rence of the event. 


34. Mitigation of Effect of Limitation 


Section 3801(b) should include situations 
where income or deductions are included or 
deducted in good faith on the tax return of 
one year and are disallowed by the Commis- 
sioner on the ground that they were applica- 
ble to a different year. 


35. Elections under the Excess Profits 
Tax Act of 1950 


The exercise or failure to exercise any of 
the numerous elections under the Excess 
Profits ‘fax Act of 1950 by corporate tax- 
payers should not be irrevocable but should 
be subject to change any time up to the run- 
ning of the limitations for the determination 
of the tax. 


36. Unused Excess Profits Credit Carry- 
over—Effect of Carryback to Preced- 
ing Short Taxable Year 


Section 432(c) (2) should be amended to 
provide that a carryover of unused excess 
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profits credit shall be reduced by the lesser 
of (a) the amount pro vided in Section 432(c) 
or (b) such portion of the unused excess 
profits credit carryback to the short taxable 
year as the number of days in the short tax- 
able year is to the number of days in the 
twelve months ending with the close of the 
short taxable year. 


37. Section 433(a) (1) (J)—Net Operating 
Loss Deduction Adjustment 


Since both Sections 122(b) (2) (B) (ii) and 
433(a) (1) (J) require that loss carryovers 
to 1951 be reduced by the 1949 income, Sec- 
tion 433(a)(1)(J) should be amended to 
eliminate this duplication in the adjustment 
of net operating losses because of 1949 in- 
come. 


38. Abnormal Deduction in Base Period 


The 5 per cent rule which provides that 
no adjustment shall be made for abnormal 
deduction of any class unless the amount of 
such adjustment exceeds 5 per cent .of the 
average excess profits net income for all tax- 
able years in the base period should be 
eliminated; also, the requirement that the 
taxpayer must show that the increase in the 
deduction is not “a cause or a consequence 
of an increase in gross income... or a de- 
crease in the amount of some other deduc- 
tion” should be eliminated. 


39. Average Base Period Net Income— 
Abnormalities during the Base Period 


In arriving at the average base period in- 
come credit, the income of each month of 
the entire base period should first be adjusted 
for abnormalities and the resulting poorest 
twelve months eliminated. 


40. Average Base Period Net Income— 
New Corporations 
A corporation not in existence during the 
entire base period should be permitted to 
compute for the period that it was not in 
existence constructive earnings measured 
(a) the industry experience for the particu- 
lar period, or (b) a credit of 12 per cent 
of the average of its invested capital during 
the remainder of the base period or (c) the 
earnings of the portion of the base period 
that the company was in existence converted 
to the prior portion on the basis of economic 
indices. 
41. Average Base Period Net Income, 
Alternative Based on Growth 


applied, the 
extended to 


In order to be reasonably 
growth provisions should be 
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began 
after the beginning of the base period by 
the reconstructing of the company’s opera- 
tions for that portion of the base period for 
which it was not in existence in determining 
sales, wages and net income. 


new companies whose operations 


42. Capital Addition in Base Period 


Where the last two taxable periods prior 
to the first excess profits tax year cover a 
less than 24 months, the taxpayer 
should be permitted, for the purpose of 
computing the base period capital addition 
on account of retained earnings, to pro- 
rate the income of a sufficient period of the 
preceding 12 months to make up the full 
24 months. 


period of 


43. Excess Profits Credit, Based on 
Income 


A reduction in inadmissible assets after 
the base period should be part of the capital 
addition in computing the excess profits 
credit. 


44. Net Capital Addition or Reduction— 
Loans to Members of a Controlled 
Group 


Section 435(¢)(7) should be amended to 
provide that the reduction under Section 435 
(gz) (4) (E) shall be determined by the excess 
of the average amount of loans to members 
of a controlled group during the year over 
the corresponding amount at the beginning 
if the first taxable year under the sub- 
chapter. 


45. Relief Provisions 

The Treasury Department in determining 
industry percentages should apply the same 
procedures as the individual corporations do 
in ph gr their own credit, such as 
using only the best 36 months, reflection of 
nlicciiaeals resulting from examinations, 
elimination of inadmissible assets, etc.; also, 
the base period capital addition should be 
applied regardless of whether the tax is 
computed under the gener al average or under 
any of the Sections 442 through 46. 


46. Abnormalities in Income in Taxable 
Period 


Section 456(a)(2)(C), which lists as a 
separate class of A bah eed income the income 
from the sale of patents, formulae, or proc- 
esses, should include as abnormal income the 
income from research or development of such 
items or of tangible property. 












Sergeant Charles Turner. of Boston, Massachu- 
setts—Medal of Honor, Korea. On September 1, 1950, near Yongsan, Korea, 
Sergeant Turner took over an exposed turret machine gun on a tank. Despite 
fifty direct hits on the tank, he stayed by his gun and destroyed seven enemy 
machine gun nests before he was killed. 

You and your family are more secure today because of what Charles Turner did 
for you. 

Sergeant Turner died to keep America free. Won’t you see that America stays 
the land of peace and promise for which he gave his life? Defending the things 
he fought for is your job, too. 

One important defense job you can do right now is to buy United States 
Defense* Bonds and buy them regularly. For it’s your Defense Bonds that help keep 
America strong within. And out of America’s inner strength can come power that 


guarantees security—for your country, for your family, for you. 





Remember when you’re buying bonds the Payroll Savings Plan where you 
for defense, you’re also building a work, or the Bond-A-Month Plan 
personal cash savings. Remember, too, where you bank. For your country’s 
if you don’t save regularly, you gen- security, and your own, buy United 
erally don’t save at all. So sign up in States Defense Bonds! 


*C:S. Savings Bonds are Defense Bonds - Buy them regularly! 


The U. S. Government does not pay for this advertisement. It is donated by this publication in 
cooperation with the Advertising Council and the Magazine Publishers of America as a public service. 
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